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Honorable Tom Ridge, Governor 
Commonwealth of Pennsylvania 


Members, Pennsylvania General Assembly 
Members, Pennsylvania State Employes’ Retirement System 


Dear Governor Ridge, Legislators and Members: 


The Board of Trustees of the Pennsylvania State Employes Retirement System (SERS) is 
pleused to present our dana! Financial Report on the SERS Fund for calendar year 1997. 


As ehamman of the SERS Board, | am pleased to note that the Fund had a total investment rate of 
return of 18.0% m 1997 und a total market value of $21.3 billion as of December 31, 1997 

By comparison. Ihe Fund's unnualized investment rate uf retum for the past five vears wins 
13,8%, and the annualized investment rate of return for the past 10 years was 13.0%, 


These substantial returns have enabled SERS 10 maintain fuly-funded status since 1992 They 
alse validate the Board's adherence Lo two key principles: 
= prudent management of Fund assets, and 
a ensuring payment of benefits promised by the Commonwealth to SERS retirees and 
beneficiaries. 


Rest assured that the SERS Board, staff and 1 will continue to pursue prudent investment 
stentegies to assure the solvency of tbe Fund and the quality of pension-related services to all 
SERS members 


Sincerely, 


Nicholas J. Maiale 
SERS Board Charman 
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Honorable Nicholas J. Muralo 
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Finance Consultant 


Hon alle | {шкан С. Pace 


State Secretary of Administration 


Honorable M. Joseph Rocks 
Ketireid Member and Former State Senator 


Húnoralilo Jere L- Stritimatier 
State Representative 


he Pennsylvania State Employes’ Retirement System lost a true and diligent 
champion in the Fund's successful pursuit of solvency and pension security 
with the death of Board of Trustees member K Paul Muench on 
January 22, 1998 

For 18 years as а member of the Board and throughout more than 39 
yeurs in state government, Paul s was indeed a distinguished career in public 
service. During his “watch” and ilie m no small mensura to his efforts, the Fund 
grew from $2.5 billion tà aver £21 billion, while SERS implemented a successful Deferred Compensation 
Program for active state employes and improved member services by establishing a statewide system ol 
seven Retirement Coninselrg Centers 

Always direct in his questioning of candidates forthe Fund's investments, Paul was an untiring and 
diligent trustee. In his job om Ihe staff of the Appropriations Committee of the state House of 
Representatives, he also was 4 vital link between the Fund and the Legislature, contributing greatly to the 
growth, diversity, and sophistication of the Fund On a personal level, Paul had a sharp wit and disarmıng 
charm that will be missed by all who knew and worked with him 

Sadly, Paul did not live to long enjoy his own retirement, having just left sine service in October 1997 
Не was 76 That he remained a member of the SERS Board to the end was a distinction of which we all ишу 
be sure lie was quite proud 

Ar iis March |8, 1998, meeting, the Board adopted a resolution recognizing Paul's long and dedicated 
service io SERS, which spanned neatly two decades, from 1980 until his death 

К. Paul Muench leaves to us a legacy and a standard of service that will guide the SERS Board and the 
Fund for many years to come 
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Plan Administration: To administer tlie retirement benefits plan for state employes and elected 
officials in accordance with Pennsylvania statutes; 


Mission Statement 


Member Services: To provide effective services to all active and retired members; 


Management of Retirement Fund Assets: To accumulate, manage and disburse the retirement Fund 
assets in accordance with fiduciary standards and al a reasonable cost tó Commonwealth taxpayers, 


Investment Policy: To maximize investment returns while exercising a prudent person investment 
policy, 


Investment Policy 


he State Employes’ Retirement Board adopted a formal Statement of Investment Policy in |979. It 
has been revised periodically, principally to reflect and incorporate legislative changes governing 
investments, The purpose of the statement is to formalize the Board's investment objectives, 


policies, and procedures, to establish guidelines for the investment of Fund assets, and to define the duties 
and responsibilities of the various entities involved in the investment process. The major elements of the 
statement аге 


As fiduciaries, the Board will exercise ihal degree of judgement, skill, and cure under the 
cireumstances then prevailing which persons of prudence, discretion, and intelligence, whe are 
familiar with such matters, exercise in the management of their own affairs іп Investment matters; 


The Fund's overall investment objective ws 1 provide a total rate of reform, over full ecomorme 
cycles, which exceeds the retur of a fully diversified market portfolio within cach asset class, The 
Board seeks to meet this objective within weceptable risk parameters through adherence to a policy 
al diversification of investments by type, industry, quality, and geographic location, 


Ihe Board employs an investment siaff and also contracts with investment advisors and consultants 
to provide expert, professional judgment in all investment decisions: 


An annual investment Plan is prepared to control the allocation of funds during the year among Tot 
investment advisors and categories of masis, vali 

pol 
Guidelines are established for each category of meets used by the Fund's investment advisors ho loca 


provide a framework for monitoring quality, diversification, and ишу; anal 


Where investment characteristics, including yield, risk, and liquidity, are equivalent, the Board's 
policy favors investments which have a positive impact on the economy of Pennsylvania 
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Investment Objectives 


n assure an adequate accumulation of reserves in the Fund at the least cost to the citizens of the 
Commonwealth and to provide some protection apamat the erosion of principal by inflation, the 
long-term amvestment objectives of the Fund, are: 


= — Achieve and maintain the State Employes’ Retirement Fund in excess of Actuarial Accrued Benefit 
ind Liability; 


= Over the long nin, achieve a positive real total rate of return (with inflation measured by the GDP 
| Implieit Price Deflatory, 


= Over the long nun, achieve ап absolute total rate of return not less than the actuarial investment 
retur assumpti; 


a Achieve in Domestic Stocks a total return thot exeeeds the total rerum of the Wilshire 5000 Index: 


it = Achieve m Intemational Stocks a total return that exceeds the total return of the SERS Custom 

E International Stock Index; 

қ а Achieve in the Fixed Income asset class a total netur thai exceeds the total return of the SERS Fixed 
Income Custom Index; 

* Achieve m the Equity Real Estáte asset class a total return that exceeds the total return of the 

NCREIF Index: 

= = Achieve in the Cash asser class a total retumi thot exceeds the total retuni on U.S. Treasury Bills (80 
days 1 

ће a Private Equity: Achieve in the Venture Capital asset class a total return that exceeds either the 


Venture Economics" relevant Vintage Year Median Returns or relevant returns furnished for 
benchmark purposes hy SERS's Venture Capital/ Alternative Investments consultant. 

Achieve in the Alternative Investments asset class à total return that exceeds either market 
ni returns for similar types of alternative investments or relevant returns furnished for benchmark 
purposes by SERS's Ventore Capital’ Alternative investments consultant. 


Total return includes income and both realized and unrealized game and losses and is computed on market 
value, The Board seeks to meet hese objectives wilh acceptable risk parameters through adherence lo а 
policy of diversification of investments by type, industry, investment manager style, and geographic 
location 
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INVESTMENT PROGRAM SUMMARY 


Section 1 


Investment Program Overview 


as ol December 31, 1997 


he assets of the State Employes Retirement updated annually for strategic asset allocation 


System (SERS) are administered by the purposes, as well as For diversification needs win 
„ SERS Board of Trustees (Board). The Each asset class. 
Board has adopted an Investment Policy thai Marker Value ' 
Incorporates the provisions of the Retirement Code SERS' assets had ап unaudited market value of 


which govern the investment of SERS' s assets. The approximately $21,307.7 million on December 31, 
Policy provides Investment objectives amd guidelines, 1997 
A Pive- Fear Investment Plan is reviewed and 


SERS Asier Allocation (5 in millions) 
Markel Value 1997 
Ай! Сая i ay Target Allocation 
D.S. Stock ТЕРЕК 45.7% IRO 
Internationa! Stock 36135 17.0% ЕНІМ” 
Fixed Income dà 751.8 22134 23 594 


Cash 2i 1 NLIS 00% 


Tactical Assai А Посол 1,147.8 5 4% 5 Па 
* Ren) Exige [719.9 Я |e ІП Пе 

* Venture Capital 325.1 5% 11% 

© Alhermiive investments 10.3 iia Р" 


Total 521 3077 Пою, (8 ПСО еа 


Investmen Advisory 
SERS hd 112 external investment advisers to manage portfolios Of these, ДЕ were in the public markets 
dominii and 66 covered private equity and real estate 


= (7175, sherk investment advisers = 1 tactical asset alloacazion investment advisor 

= |Z айттаган siek investment advisors © (9 real estate investment advisors 

A ade = 2I venture capital lonited partnership managing 
13 fixed Income investment ddvisars general pariners 

= | coal Investment ad = 25 aliermative Investment limited partnership 


minagmp general partners 


In addition, two 17.5, stock invesmenr advisors were approved by the Board. and one U.S. stock 
relationship and ene fixed income advisor were тегт иес 


Investment Portfolios 
SERS had 154 investment portfolio accounts. OF these, 52 mañaged publie market investments, while 
ІШ covered private equity and real estate 


ж J'US, stock pertfolios = | ductigal sel allocation porifolra 

= 13 [ntermatienal stock portfolios = Ш real estate porifolios 

= Ф climency overlay mestre advisors = 24 venture capital limited pártmerxhip ніегезіз 
= [4 fied income purilalius = 19aliemative investment limued parinership 
a l ch portfolio üsigresis 


In addition, two 10,8. stock portiolios were approved by the Board, and ome LS. stock portfolio and one 
Pred income adv igor were tenminated. Several investment advisors manage multiple ponifalics for SERS 
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Core mern of Menu ann Krane Eeer Retirement System 


Asset Allocation as of December 31, 1997 
(5 in milllinns] ОР Domestic Sof Total of Total 


Pasaively Mannped Portfolias Мића Value Stocks Blocks Fund 
Barclays > Ешіну Inder Fund P (&&P 300 5 3L ET. 9 A3 m5 3.155 | E Et 
Barclays = Extended Equity Market Fund _ 474.3 т 534 325 
[нйн Pasche Al Tul ЖҰТУ ^ 50299 METE 3] 95, 
Actively Мани 
Dibetehe & Fleld Advisers 01,4 Кыл 0,78 (ы 
Emerald Adylsers = PA И! (ен; ПАТЫ ШЕЕ 
Fidelity МЇйпщиєттигтїї Trust Cunrpuny 153,0 1,5% 12% 0,7% 
Indian Ast Management 334,7 3,0% lh 1,6% 
J.P. Morgan Investment Management ІСІН 1,5% 1.32% 0,48 
Loss, Sayles & Company [КҮП 13% ML 0,77% 
[ани Abbot & Cu. тов} I з уч E 
Mackay Shields Financial 151,5 | | r8 0,074 
Mellon Equity Associates - РА СЕК] ЕЕЕ („Т 4% 
Mellon Equity Associates - Sperinl Erdre 662,0 7.1% 3.1% 7, [5 
Miller, Amlerion de Sherrerd мй 54% 594 2. Ms 
Pilgrim Hasier Asche: 2737 29 21% ІШ 
Provident lavestment Counsel 625,5 57% 4,9% 2,5% 
Pro ldeñd Investment Counsel = Stellar Fund 43 M Шы D. Thu EL 
ше wil En 44,5 (15% 0.3 02% 
Trinity Investment Managemen 545,7 84% 4.6%, 3.854 
Trinity Small Cip Value 107,2 1,2% 0,8% 0.566 
Rasenberg тї шїї! 20,7 м 1.6% ШЫ” 
Zevenbergen Capitul 17.5 ШЕШ Ж, Ту м 
Мишаня Acc ПА! ШЫ! __ 0.0% (М 
US Active Stuck Тінші “$4077 A35 ЕГЧ 21% 
LAS Stock Total 59315 — 100,0% 723% 457% 
| ШИШЕДЕ АЙ | dor Saal Intl Hund Tom) Sof Total 
Pussively А пиа ек) ігі анан Marker Valle Stocka Stocks шы! 
Barclays - Eusispe Funda + As 11,7% ат Lavi 
Barclays = Australia Мау Zealand Funds 31.7 ij s 0.2% Иш 
International Panne Stocky Total 5 888 AR ET 145 
Actively Мила Portfolios 
BEA Añsochues = Core 5 354 14.1% 3.9948 >ч 
САМ merational Mimagemenr = Аза 10,3 2" 0.89 15% 
LP. Morgan Invesiment Management — Japan 234.0 fi 5*8 1.8% 1.1% 
Maradhon Asset Management = Europe 247.4 ЛЕ 1.6 ЕШ 
Mercury Asset Management = Small 21031 ST pta 1.09 
Miller, Anderson & Sherrerd = Core 550.7 15,08 AIM 25. 
Morgan Stanley Asa 70.2 FM [1.525 13% 
Pieter International Management — Small 233.3 Ж ҮП Жы ИЗ 
Беха! Widows Investment Wenmnt-Europe 231.1 fi Shi NZD NL 
Seligman Henderson - Small 179.1 5 1 EL E 
Fempleton Investment Counsel - Care 542.3 Із 2% i 34 25% 
Intemational Liquidation Account 0.4 Div 0.09% üt. 
fitermatinnal Active Birch Тай) $3702 оң” 23.89% 14.4% 
Infernutional Wurd Poka 515767 Міні Пт, 17% jo 
Ш.Х ond ferermaitiuma! Stock Toda 512.892 6 TOO. 08 60.5% 
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Asset Allacation as of December 3 |, 1997 


Pareto Partners 
Record Treasury 
Оргу Toral 


Mellon Bond Associates 

etively fed Core Portfolios 
Fischer Francis Trees & Watts - International 
1, Р, Morgan Investment Manngemeni 
Miller, Anderson & Aherrend - Domestic 
Miller, Anderson & Shernerd - Global 
Р. (3, Corbin Asset Management 
Smith Graham & Co, 

Active Core Fined! Income Pari, Total 


Cure Fired Income Purtfalins Toia 
Actively Managed Specialty Portfolios 


CIONA Investments 
CECO Corestates 
Fidelity Management Thil Company -CMAS 
John Hancock 
Legg Minion Кеші Estate Advisor 
Trust Company of the West - Funds 111 
W. К. Huff Asset Manmeenment 
Active Speciolte Fixed income Part. Tina 


Fired lacnme Total 


Pennsylvania Stute Treaatry = 511F " 


Tactical Asset Allucatian = 


Barcliys = Enhanced LIS 70/30 ТАА Fund 


(Sin mil) — 


Market Value 
5 141 


Market Value 
$ 0298 


1245 


513175 


в 4,781.65 


ЗГЕШЕ 


Market Value 
5 м 


4 X in millions) 


Marker Маше 
5 1,147.8 


а of Total 


38 4% 
514, 
10 (rh 


% of Тїш! 
E 


112% 


9 5% 
FAL 
VR. RU 
17.3% 

ол 

ы 
58 AHi 


72.14 


П (ІЗ), 
pris 
ы” 
EN 
724 
П. 
(5244 

23 9 

LOC 0а, 

“a of Total 


сам 
10d її» 


A locati 


[Stocks | Bonds: Cash} 
TA 


Ya of Total 
шн 
à. [45 
0,1% 
0.244 


БЕТТЕР” 


Fund 
ЕЙІН 


2.159 
әле 
42% 
3 9t 
ІНІ» 
01% 


ШИШЕК ЕТТ 


| 6,158 


i ns 
ТІЛІ 
4% 
As 
Г.З 

ji t 
1,4% 
63% 
223% 
"i of Toral 

Fund 

fl [ча 


жып Тош! 


Lund 


5458 


EN іпиезіменг abran cade balances are meet ни Phair Aisa шелігі інінен нш ім fci are dived іт Mir Репшуймтіы 
Triny or Tran inven Foul (ТІГІ. Tr Pein Frecrury AIF lame інгі $353 8 тї {үгү 
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Asset Allocation as of December 31, 1997 


| 


Separate Account Portfalias 
CHA Real Езіше Securities 
Forest lusestitent Associates 
Heiman! МВ 
La&4lle Partners 
Lowe Enterprises 
ВА! Real Estare Agly lors 
Separe Acero Ports Fetal 


Pooled Fund Portfolios 

Allegis - 4 pooled funds 

Alex Brown 

Blackstone 

Coples СИЕ 

Corporate Property Investors 

Goldman Sachs - Whitehall 

Heiman - California Land Veniure 

JME Group Trost ПИ 

John Hancock 

Metric Apartment Fund - 2 pooled funds 

Oxford Real Ез гё 

PST Ш 

Sentinel Corpomiton 

Starwood Capital 

Westbrorik 

TEW VI/DCM Opportunity Fund А de В 
Pooled Бағы окай Total 


Кош Бї Mental * 


(8 in millions) “ып ао Total 
Marker Value Rea te Fina 

$ 1494 LT 07% 
79.4 4,6% ім 
426.8 24 в 2.0 
СІП! із» йі 
204,7 [19% 1.0% 
127.3 74% Lars 

$ 1,078.7 62,7% 5.1% 
$ pao 5.1% 09% 
ал 0.08% 0.0% 

251 | 5% 01% 
12.4 07% 01% 
124.6 12% 0.69% 
70.3 41% 0,3% 

1.3 0,1% 90% 

38.6 22% 0.2% 

$1 0,5% 0,0%, 

352 2,0% 0.2% 
23.3 EL 0,1% 

20.7 1.29% 0.19» 

44.3 2.6% 02% 

21.4 1,3% 0,1% 

30.7 14% 11,1%; 

45.5 5.6% 0,4%, 

5 041.2 37.3% 3.0% 
$ 1,719.9 LOO. 8.1% 
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Asset Allocation as of December 31, 1997 4 
| VentureCapital — — — — (|| (іп тамлэ) "i of Tal "i of Tial = 
Marker Wajue Venture Cual Eund 

APA/Fastin - Fund | 5 5 кыт DE Al 
Advent Wil 21.7 115% ("a Al 
Advent ҮШ 4.7 1 Омь Al 
Bäche 111 ч! HI ft А! 
CEO Venture Fund 5 ЖІ 112 EA [UNT Al 
Edison ПІ 282 Mts 1% B 
Fairview Capital ER 12% ШІ Bi 
Fostin Capstal | ШЕ ИН ШЫ” ВІ 
Fostin Capital |1 213 7" Tnt [tT 
Grotech Partuers IT 1.2 Тыт їй СІ 
Gratech Partners IV ЕТІ! TAn fi [58 C 
Healihcare Ventures M 10,6 ] 254 ШЫ” СІ 
Healthcare Yenme Y 5, | 5% ШЫ Ci 
Keystone ТІ 1-7 lj 5554, mur Cr 
Keystone 1% 11.6 1,5%, (th C 
Keystone V ЕЕ. ПАЯ DAP [т] 
NEA V] 222 “йа 0:381, Fr 
МЕА WU 111.7 12% Пу Eh 
МЕРА Venture I 13 шық 14% Hi 
МЕРА Venture I “з TEI DT Hi 
МЕРА - MidAtlantic Venture 111 ET | 2% Dn ats Hi 
РА Fund (АРАЛ? 11) 17,5 33% шү Ku 
PA Fund Il 13.3 4. 1*8 ШЫ” La 
Point Wenure Parner i кіт Шы La 
Polar Vene Capital 10,5 32% а M 
PAC MVemure Group 1 mi LUN LIS E М. 
Apra VII 14,4 de ші M 
Summi Venture Py 21.2 84% 0,154 M 
Technology Leaders П 43 1-4 їй C 
тн iH т И у 0.09% dh 
Weston Presidio 53 a 0.07. RI 
Fera Stage Capilal-[1 ШІ 0,1% їй ia 
а есип! 1,5 2,3% 0.0% ^c 
Fertur Capital Fetal * $ Ri |00,0% 1,5% $ 

* Ar of Sepiember JO ГУ”, aigan ЛИТЛ Sc 
Ti 

ТІ 

Wi 

ғ 
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Ir dilocutiaa ds ef December 31, 1997 


“tal Alternative Invesiments р | ШЕГІ: ШЕЛІ nl Total “of Таны — 
d Market Value Alternative Investments | Fund 


(5s ABR'Y Droadcast Partners 111 * 1.9 08% 0,094, 
2%, APAX Partners = France 41 ПЕ" 0.0% 
(i APAX Pariners - German, 43 | an 0.0% 
I" APAN Partners = Germany 11 ый D. 204 0.0% 
1% АРАХ Partners - UK [v 1.0 02% 0.0% 
1% НІП Capital Partners (DDN ТЕ! 4.0%. D. 195 
(|ғы Macksiorie I тв 5.558 0.1% 
М» Bilucksione 111 ERU 12% OAT 
|4» Brentwood Associates Buyout Fund as 37% Се, 
D^ Churterhouse 11 48.3 11.8% 034 
1% Charterhouse 111 La D ts. re 
d Clayton, шіл ег de Не Y 13,8 JA Ы” 
ja Code, Hennessy & Simmons 1 40 | Ata шіт 
la Code, Hennesy & Simmons || 10,# 26% 1 
1% Code, Hennessy & Simmons 111 41 0.6, mirè 
[Fi UL] Меғеінші Напіспие Fani ЇЇ 173 4.748 LIT 
1% Frontenac. Wil Ta 1.4% 04% 
|» folder, Thoma Cressey & Banner V 5.5 Ei Шы 
(ға Пн тат & Friedman [I 118.9 26% 1-1" 
үү Hellman & Friedman I 2n.1 "ur ИЕР 
(ин Hancock [PET 11 1d (0948 О. 
|% Kelus V 44.8 11.4% 0,1% 
LO Landmark IY 3,7 ША” ІШ 
Ir Landinark Y Hi ти [ш 
IPs Madison Dcarkven | 158 ЕЛ. 0,14% 
(ға Maison Dear bor Il 9.3 238 пй 
"ha Media Communications Partners 6,7 a г.» 
IM Murphy & Fauver 1.9 10.5% 0,0% 
i^a Dakiree Opportunities 23.4 й gts 0,1% 
(Ға Oaktree Principal Opportunities t| 72% (ts 
(уа KZ PA Fund 1 il 0.3% Hie 
e КН Prive Eouity Fund (1.2 1.0% ШЫ” 
(е Schroder Wertiines ШК ТИ Аи es 0%; 
am Seller Verntares ІК ІМ 3.3 DES [i cg 

Schrader Ventures UR V 59 EL ТАТЫ” 
E ^ Schroder горила Ventures їн 0.29% fi CI, 

TEW = Find V 252 Т.И а 24% 

ТРО Farmers || 15.4 КЕТ 1,1% 

Үсзілг Capital 041 6,5 La (0.08 


ГО СР 


Ж ЫП 


Altern Imre Vul! = 
AT, атаны for Parr piercer cus 


Ania ry ipd prt шй lie an КЕШ! 


rris Loria Meri (CE Nen тетири Imre. dep 


Summary: U.S. Stock 


as of December 31. 1997 


| | 3 and international stocks comprise Ihe 
stock asset class, one of enh major 
asset classes SERS uses to diversify the 
investments of the Fund. SERS s investment! plan 
diversifies stock investments and balances stock 
management styles. SERS contracts with external 
investment advisors to manage portfolios. 
Policy 

Stock investments are used by the Fund 
primarily because their expected large return 
premiums versus inflaton will, if realized, help 
preserve and enhance the real value of the Fund 
over long periods of time, The stock asset class is 
managed оп a bolal return basis, 

SERS' long-term investment objective in the 
U.S, dock component af the stock assel class is fo 
achieve a risk-adjusted total return, net of fees, 
{Мат exceeds the total return af the W Шапе 5000 
ех. 

Stock mvestments emphasize, bal are not 
limited to, publicly traded securities that provide 
SERS with an equity interest in private sector 
concerns (e, comman stock, preferred stock, 
convertible preferred stock, convertible bonds), 

SERS's 1997 Ammal Free-Veur Investment 
Plan ілгегі an eventual allocation of 34,059 of 
Fund assets to LS, stocks. Іп turn, the plan 
targeted the investment of 70% of US. stocks in 
large capitalization stocks and 30% in 
mediuti/small capitalization stocks, and also 
provided for a balance in value and growth 
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investment styles, The 1997 plan targeted 30,0% 
of US. stocks io be indexed. 
Market Value 

U.S. sticks had a 59,315.9 million market 
value, ar 43, 7*6 of the Fund's £21,307. 7 million 
market value, оп December 31, |997 

Invest Advisors 

SERS had contracts with 17 external 
investment advisors Lo mange LI 5, stock 
ретіне 

Intern Portfolios 

SERS had 21 LIS. unek pordolios managed 
by the 17 investment advisors, 

As ol' December 21, 1997, 71.9% of ЧЕН 
11,5, stock allocation was in large capitalization 
stock strinegies, and 28. 1*5 wos m mediany saali 
capitalization stick strategies 

The US, stack portfolios cnn be classified In 
investment style а» follows: 

= value at 13; 855; 
® growih at |5 3*5; and 
в. ore up 69,995. 

SERS had 10 nctively managed portfolios 
(49.855 of U5. stocks) and two patssively managed 
index portfolios (50,2% of LIS. stocks), The 
active managers search out superior investment 
opportunities, while the passively managed 
portfolios provide broad core diversification and 
are designed 10 provide market performance at a 
low cost, 


М 


* Murket Value 
of Portfolio 
UN ick as af 12/31/97 


Investment Advisor Investment Stele 
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|. Barclays Global lmeestora 
Equity Inder Fund P 


Extended Ес Market Fund 


га 


Dietche & Field Advisors 

3, Emerald Аай 

$, Fidelity Alanagemeni Trasi Company 

5. Мат Asset Management 

& J. Morgan Investment Management 

T. Loomis, бау & Company (D.C. 

B. Lund, Abben & Со, 

9. Маску Shields Fimincral Corporation 

Wk, Mellon Equity Associates - PA Stocks 
Mellon Equity Associates - Special Equity 

ll. Miller Anderson & Sherrerd 

12. Pilgrims Buster & Associates 

13. Prov [dent liven Cima] (PIE 
PIC Stellar Fund 

14. Rosenberg Institutional Equity Musiavenien 

15, Sturdivant & On 


lf. Тппиу investment Management 


Trinity lpvestment Manusenmernt 
IT. Zevesiberyen Capital 
Өне цш п account 
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Numherr mut nm и шаг fe readin 


S&P 500 - index 

Wilshine 4300 - indes 

small cap relative value socks 

PA socks 

S&P 500, clik controlled 

mella cap change catala stocks 

SAP 300, risk cuntrollexd 

large/medium cap value зіне 

large medium cap value mucka 

largc/medium cap value stacks 

РА Stocks 

Wilshire 4500, industry and risk Factors neutral 
large! medium eap growdh shocks 

medium cap йшите ну rol shacks. 

järas medium cap aggressive grawil slacks. 
small cap шоли stocks 

Russell 2500, industry and risk factors neutral 
S&P ПП relative value stocks 


large medium cap alive stocks, industry 
neutral 


small cap value stocks, industry neutral 


large inednam cap growth stocks 
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(5 im millions) 


003.4 
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Summary: International Stock 
as of December 3], 1997 


nternational and US. stocks comprise the Marker Veiis | 
shock inet class, one of ewht major isset Interrational socks had à 53,613,4 ШҮ 
elisses SERS uses tn diversify the market value, or 17.4% of the total Fund" & 
invesirnents of Ше Fund. SERS's investment plan 82 1,307.7 million market valve, on December 11, 
diversifies sipck investments and balünces stock 1997, The fair value of forward exchange contracts 
münigement styles, and SERS contracts with Ni the currency overlay program amounted to $36 7 1 
external investment adyisors to manage million. 3 
portfolios. Imvestiment dadvisurs | 
Policy SERS had contracts with 12 external 4. 
Stock investments are employed by the Fund investment advisors Lo manage тетін stock 
primarily because thelr expected large return portfolios and Contracts wath two external advisor ЕД 
premiums versus inflation will. if realized, help to manage a currency overlay program. 
preserve and enhance the real value of the Fund етн тода Purcifol ux б. 
ower long periods of time. The stock asset class ің SERS had 13 steick portfolios same by the 
lo be managed on a total retum basis 12 investment idvisars in the international stack т. 
RERS» Jung-tern investment chyectrve in area and two parfalias lar the currency overlay А 
Ihe international sack component atthe stock program. - 
isset class bs to achieve n risk-mdinsted intal As of December 31, 1997. X of SERS & ә 
return. net of fees, tht exceeds the tatal return о! imenarional stock allocation was ii large 
ihe SERS International Stock Custom Index capital аи suck зіглісдіке, and 17 2*5 кик т | 
SERS s 4047 Annual Five-Year Investment mediuia/siiall capitalizations stock stranegses. SEES | 10, 
Plan targeted an eventual allocation of 20.0554 had ТІ actively managed international peril and 
assets tu international stacks, with BUH lo go lo two index ро аа. Hs 
large capital outros stock strategies and 20% to 
medium/small capitalization stock strategies. | 12, 
| — 
| i 
РЧ 
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International Sir 
Investment Аум 


Barclays Global lnveztors 


Investment Style 


* Markel Value 
of Portfolio 
as af 12/31/97 
{5 in millions) 


Ёш Funds Europe sticks - index $ 474.8 
Ausıralia and New Zealand Funds Australia and New Zealand stocks = index 11,7 

3 BEA Associates international growth stacks = core 505.3 
1 GAM International Management Pacific Basin ex рап stocks 103.1 
4 Marathon Asset Management Europe stocks 2074 
3. Mercury Asset Management International imernatiorial mediur'small cap stocks 203.1 
& Miller Anderson Ж. Sherrerd international value stocks - core 559.7 
7 ЈР. Morgan niesme Management Japan stocks, sector neutral 24.0 
В Morgan Stanley Asel Management Asia ex Japan stocks 70.2 
9. Pieter International Management 75% international smnll cap stacks | 2133 

25%, emerging markets 

Id. Seonish Widows Investment Management Europe stocks 233.1 
Il Selem Henderson Cn international mediam/small cap stocks 179.1 
12, Templeton Investment Counsel imermbiacal vilue stocks - core 542.1 
Four liquidating accounts 4 
Foral International &3,57h.7 

|l. Pareto l'ariners currency overlay $ |441 
2 Record Treasury currency overlay 225 
Total Currency еду 5 347 


Toral Intermotianal und Currency Г с гїн» 


Р пті cee cb de manager ad ron fer үрігезіптені! 
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Summary: Fixed Income 
as of December 31, 1997 


classes SERS uses to diversify mvestments 
of the Fund. SERS's investment plan 
diversifies fixed income investments and balances 
fixed income management styles, П is SERS s 
practice ta contract with external investment 
advisors to manage portfolios. 
Palicy 

Fixed income investments are omploveil 
primarily because of their ability to serve as a hedge 
ашп disinflation and/or defEtson, their general 
ability to produce etirrent meome іп the form af 
periodie interest paviments, and because such 
investments help diversify the overall Fund. The 
asset class 15 lo be ттапашый on а total return basis, 

SERS's longterm investment objective in this 
asset class is to achieve a risk-adjusted total return, 
ret of fees, that exceeds the total return of the SERS 
Fixed Income Custom Index. 

SERS's 7997 dann! Five- Fear Investment Plum 
targeted an eventual allocation of 23% of asses 10 
the fixed income asset elass, with 75% of this 
artiount targetex tà core strategies and 75% 10 
specinlty strategies. The specialty strategies include 
whole—loan mórigages, high yseld/spectal credits, 
Commercial mortgage backed securities, and privare 
placements. 


F ed income is one ofeieht major asset 
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Marker Value 

Fixed income had a 54, 75 1.0 million market 
valve, or 22 3*5 of the total Fund's $21,307 7 
million market value, on December 31, 1997 

Investment Advisory 

SERS had contacts with 13 external investment 
advisers do manage portfolios within the fixed 
income asset class as of December 31, 1997, 

Іпкекітені Portfadios 

SERS had a total of 14 portfolios within this 
asset class The asser class is divided imo core und 
specialty segments. Cone portfolios ttile a brome 
arra ef fixed income securities, while specialty 
portfolios focus an well-defined sectors and 
opportunistic strategies within the fixed income 
market 

Core; SERS had six actively managed come 
homi portfolios with a market value of $2, 704,65 
million and one passively managed core bond 
portfolio with n markei value of 5639/5 million, The 
combination of core portfolios represented 72. 1*5 af 
{һе asset class The сізге segment of the asset class 
includes exposure to both international amd glohal 
fixed income. 

Specialty: SERS had one whole-Ioan mortenpe 
portfolio with à marker value of $140.9 million, 
three high vield’special eredits/commereml 
mortgage hacked securities portfolios with a market 
value of $815.7 million, and two private placement 
portfolios with a market value of $172.9 million. 


ы 
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* Market Value 
af Portfolio 
Fira Income as af 12/31/97 
Investment Advisor. — Inyesunent Style (S im milicos) 
Core 
1. P.G. Corbin Asset Management active domestic fixed income 5 ma 
2 Fischer Francis Trees dee Wants (ml) ative international 4545 
lent 
3. Mellon Bond Assacusizs domestic — Inder 629.5 
34. Miller, Anderson & Sherrerd active Шит 45,2 
d Miller, Anderson & Sherrerd active global [red meome R20,8 
d 5, ЇР. Morgan Imvestmeni Management active Йанти-ше Fixed income 555,7 
G Smih Graham Cin active domestic fixed income 17,9 
Specialtv 
т CIGNA Investments РА private placements 47 
he E. dohti Іішісесі Мина) Life Insurance private placements 1727 
of Company 
T 9 W, R. Huff Asset Management high field bonds 7283 
10. — Legg Mason Кеп! Estate Advisors reshlential and commercial portes 34119 
Be 
11. Trust Company of the West special credits LE 
Special Credits Fund ТІ 
13! 
i | 12, Fidelity Manienent Frust Campy commercial mangage backed securilses 81.6 
13. CoreStates PA Capital Fund subordinated dehi | ІШ 
24,75] f 
* тийш vec writes axi cash tius Hte шийир Pal стал Не for Гали йг. 
Naihers міні pin pud die fu rounding 
- I == [ИРГИТ ҮҮ Mie Ғатшыраз TET Tm 


Summary: Cash 
as of December 31, 1997 


ash is one of eighi major asset classes 

SERS uses far investments of the Fund. 

SERS's investment plan calls for 
minimizing cash balances while mechng cash flow 
requirements. 

Policy 
Cash investments are employed by the Fund 

їо provide for SERS's liquidity needs and lo 
accumulate funds for future permanent investment. 
The asset class is lo be managed on a total return 
basis, with the exception that temporary 
investments may alternatively be evaluated on a 
vield-to-maturiry basis given their extremely short 
тигез. 

In the cash asset class, SERS's long-term 
investment objectives are to achieve a risk— 
adjusted total return, net of fees, that exceeds the 
total return on 90-day LLS. Treasury Bills. SERS's 
1997 Annual Fire- Fear Investment Plan targeted 
an eventual allocation of 0% of assets to this asset 
class. 


Marke! Value 

Cush fund a 920.1 million market value, or 
0.1% of the total Fund's $21,307.7 million market 
value, on December 31, 1957, 

Investment Advisors 

SERS had a contract with one external 
investment advisor to manage a portfolio within the 
cash asset class. In accordance with SERS's 1097 
Annual Five- Тепе Investment Plan to eluminaiz the 
cash allocation, SERS rebalanced and consolidated 
cash Assets managed by SERS's external cosh 
Investment advisor. 

Investment Portfolios 

Currently, SERS» cash portfolio is managed by 
the Pennsylvania State Treasury Department 

This asset class currently employs a money 
market short term investment strategy, managed by 
State Treasury; the portfolio also manages the 
uninvested cash balances held by other SERS 
investment advisors in aller asset classes 

In the aggregate, Treasury managed $303.8 
million on behalf of SERS and SERS's external 
investment advisors as of December 31, 1997. 
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| uctical asset allocation (TAA) is ane af 
eight major asset classes SERS uses lo 


Summary: Tactical Asset Allocation 
as af December 31, 1997 


diversify the invesiments of ihe Fund. tt 
is SERS's practice to contract willi external 
investment advisors lo manage portfolios, 
Currently, TAA contatos one investment 
strategy — the Enhanced US 70/30 Tactical Asse 
Allocation Fund (Enhanced 70/30 TAA), which 
shifts assets among stacks, bonds, and cash. SERS 
соот wilh din external investment advisor, 
Barclays Global Investors, to manage the 
portfolio 
Policy 
SERS'« 1997 Annual Five-Year Investment 
Plan targeted an allocation of 3.0% of assets lo 
TAA 
Murket Value 
SERS investment in Barclays’ Enhanced 
70/30 TAA had a $1,147.28 million market value, 
ir 5.4% of SERS s total $21,307.7 million market 
value, on December 31, 1997 
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Investment Advisory 

SERS had a contract with one external 
Investment advisor to manage а TAA portfolio as 
àf December 31. 1997. 

Investment Portfolios 

SERS had one TAA portfolio managed by the 
one investment advisor, 

Barclays’ Enhanced 70/30 TAA is designed to 
offer an efficient, low cost means of seeking above- 
market returns from a portfolio diversified among the 
US. stock, fixed income, and cash markets. 

SERS invests in three of Barclays’ collective 
funds {Equity Index Fund, Long-Term Fixed Income 
Fund, und Short-Term Asset Allocation Cash Fund). 
Proprietary technology Is used fo establish and adjust 
ihe optimal asset mix among these funds, The mix 
will vary as economic and capital market conditis 
change 

Under equilibrium conditions, Enhanced 70/30 
TAA will have 70% of assets invested in the Equity 
Index Fund, 30% in the Long-Term Fixed Income 
Fund, and 0% in ihe Cash Fund. As of December 31, 
1997, the actual asset mix was 75% stock and 25% 
bonds, 


Summary: Real Estate 
às of December 31, 1997 


classes SERS. uses to diversily the 

investments of the Fund, SERS diversifies 
real estate investments halances management styles, 
and contracts with external investment advisers to 
manage portfolios. 


E quitv real estate is one of eight major asset 


Policy 

Equity real estate investments are generally 
long-term, ¡liquid investments that, due to their high 
correlation with inflation, provide an inflation hedge 
and, due te their low corrolarion with stocks and 
bonds, provide diversification within the total 
portfolio, It is expected that the long-term total 
return (income and appreciation) will fall between 
those of stocks am] bonds. 

The asset class is managed on a total return basis. 
SERS's long-term investment objective is {п achieve 
a risk-adjusted total return, net of fees, that exceeds 
the total return of the NCREIF Index. SERS s 1997 
Annua! Five-Yeur Irecestinem Plan targeted ап 
eventual allocation of 10% of assets to this class, 

Investments are made through commingled fun 
investrienis, limited partnerships, and separate 
account portfolios where SERS wns the properties 
directly or with other co-investors. SERS's equity 
real estate portfolio guidelines provide for 


diversification by: 
тж  Transsctim structure; 
* Property type, 
= Geographic location; and 
* Development phase. 
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Мағіш Value 
Real estare had an estimated $1,719.9 million 
market value, orapprox imately 8.1% of the total 
Fund's year-end market value (This market 
value represents September 30, 1997, actual 
numbers adjusted for cash flows that vocurred in 
the four quarter of 1997.) 
Investment Advisors 
SERS had contracts with 19 external 
investment advisors to manage гет! esu 
portfolios as of December 1|, 19497. 
Investment Portfolios 
SERS had investments in 29 real estare 
pertiolios managed by the ИР investment 
ail visors: 

As of September 30, 1997, the composition 

of the real estate portfolio was: 

* ВУ equity ownership. 119% equity 
onented mongapest 

e 37% pooled funds, 63% separate 
accounts, 

a FA office, Rs Гата |. 36% теі, 
Г residential, 11% Боба. fa 
olber 

© [9*5 Pennsylvania. 20% Ent excl. Pa, 
21% West. 24% South, 16% Midwesi 
and 

= 26% of the market value of the separate 
accounts wus invested In DL investments 
located in Pennsylvania 


* Marker Value 


LE 


SERS of Portfolio 
Reval Exiate initial Property Transaction as of 0/10/97 
Investment Advisor Funding Type . Structure (5 in millions) 
|. Allegis 
CERESA | (5/30/43 office, industrial equity ownership E 14 
м PMSA WEI diversified equity mortgages 455 
| RESA 06/30/84 — diversified equity ownership 39.6 
Apartment Fund МЕЙ residential equiry ownership 0.4 
2 LaSalle Separate Account 1071/93 diversified equity ownership 03.8 
Alex Brown Profile Fund [2/31/84 office, industrial equity ownership 13 
геш, residential 
3. Copley СПЕ-П ПЕЛІГЕЕ існага! other кш ownership |24 
4 Corporate Property 1308.43 office, indusırini iv ы ЫЕ 124 
Investors retail 
3. Forest Investment Assoc, Hypo limber equity ownership тея 
№. Heitman Capital Mimi 
Separate тыст 1128/87 acc, industrial equity ownership БЕЛЕ; 
retail 
Ciim Land Venture [ЕЕ ЕТТІ) equity ownership L3 
IMB Group Frust (il 12/31/84 office; retail equity ownership 38.6 
7. John Намозе Du. ҮА residential equity ownership EZ 
Agpiertment Fund 
A, Meire 
MIAF 105/79 residential equity ownership 18.1 
MIAF fl | 207/92 residential equity ownership 201 
9, PSI [TI ОТВ milati equity ownership 207 
10, Sentinel Corp 07/3 1/84 alfie, industrial equity ownership 441 
retail, residential 
11, Lowe Enterprises 1093 diversified equity ownership ma 
13 Lege Mason Real Еши? 107103 PA diversifie:l equity anwnership DR 
Advisers 
CRA Securities 01:315 REITs public securities hb 6 
13. Whitehall V & Vi булм apperrt unistic equity and deba 432 
Whitehall V-S 4 VI-& 12/1 [9s стратнай equity and deba Tf 
Whitehall VII & VIII 05/28/06 | apportunistic equity and debs 18.3 
14. TEW Fund УІ сы eppeorunistic шту amd deba 60.7 
15. DCM Opportunity Fund DE срути exyulty and debt 342 
lá Oxford Development Dam indwetrial equity ownership 13.0 
|T- Blackstone - ВЕЕР Il 02/25/97 eppirtunistic equity and deti 214 
18. Starwood - SOFI Y 03/24/97 opportumistie equity and dehi 11.1 
19. Westhrook - WREF Lf me 16/97 opportumistic equity aid debt Tü 
September 30, 1947, Total 51,641 3 


Fourth Querer 1997 Ner Cash Flow Adjustments TR 


December 21, 1897. Ти 
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Summary: Private Equity 


as of December 3], 1997 


nivale equity combines two of the eighr 
major asset classes SERS uses to diversiy 


partnerships. The partnerships are established hy 


individual management groups selected by SERS for 


the investments of the Fund. The two classes — the purpose of investing in and managing private 


pre venture capital and alternative investments. In 
these areas, SERS primarily invests in limited 


equity and unlisied-subardinated debt positions on 
behalf of SERS and other limited partners, 


Venture Capital 


his is financing of young, rapidly growing 
companies thai lack access lo public equity or 
debi-oriented institutional funding, Venture capital 
strategies are typically elassified as follows. 
Seed Stage: This form of venture capital funds 
companies that are still in the conceptual phase; |с... 


revenues have not yet been realized. The product has 
heen developed and may have been shipped to a 
friendly user for resting. Management positions have 
been filled and the team 15 in place 


Late Stage; At this stage, venture capitalists fund 


companies with proven revenues that are m the 


а product and market are identified, but the company process of expanding. Typically, these companies, if 


itself hus yet tà be formed. The seed investment is 
generally Tess than $) million and is weed to finance 
development of the concept or business plan. 

Early Stage: This invesiment phase emphasizes 
companies thar have been formed; however, 


substantially profitable, are nearing a strategic sale to 


another company or йл initial public offering, In 
Mier cases, a late stape, or "bridge," financing, may 
be used to supply deeded capatàl [or operations or 
Expansion, 


Alternative Investments 


his consists of all other forms of private equity 

that exclude conventional venture цуз! 
investing as previously described. Primarily, these 
parmerships invest in the private equity and 
subordinated debi of established companies. 
Alternative investments, however, can also include 
other forms af non-traditional investing such as 
investments іп oid and gas interests and hedge funds. 
Distinct strategies currently used by SERS are m 
follows: 

Leveraged Buyout ("LEO"): This financing 
enables companies lo be acquired through the use of 
borrowed funds. Typically. the mses of target 
companies serve as collateral for loans originated іп 
Ше transaction. The loans are subsequently repaid 
fram the acquired company's cash flows, SERS 
invesis as an equity partner in LBO partnerships As 
such, SERS participates in potential profite resulting 


when LIC exits occur, typically reaping higher 
rewards than company debi holders 

Distressed Debe This investiga involves the 
identificación of opportunities in the deleveraghne of 
debt- laden companies. Investments are usually made 
in successful companies, which, over time, live 
üccumulaied heavy debt loads. Distressed debt 
investors assist companies in reducing deht and even 
avoidioe burnkruptey by providing patient capita 
The new capital carries renewed termas which usually 
inchide an equity wake in the restructured Firm 


Secondary Partuerships: These acquire interests 


in established buyout and private equity funds 
Secondary investing can offen be lucrative in two 
ways: T rhe partnerships are purchased ar significant 
disco to net asset value, and 2) the purchuse 
frequently occurs as the acquired partnerships begin 
та геа гие profits, thereby reducing risk in the asset 
[ЧЕП 
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Policy 


SERS's long-term investment objective for 
private equity is To achieve a risk-adjusted total 
return, ner ol fees, that exceeds market returns for 
similar tvpes of private equity investments, or 
benchmark retum data fürnished by SERS 4 private 
equiry consult. SERS": 1997 Annual Five-Feor 
Investment Plan states an annualized expected total 
return OF 14,0% and targets an eventual allocation of 
A Mw to private equity, which comprises an allocation 
of 2.098 to venture capital and 6.0% to alternativo 
investments. The target threshold for venture capital 
is designated by statutory guidelines as follows. 

Act 93, Section 4, became effective or June 
29, 1984, specifving (har SERS may imer up (o 


Ls ey rhe Funds asses in venne capital by 
acquiring equity ar debl amd equity interests in 
@ business which is expected to grow 
заката! in the future. Асі 1991-23 
become effective in 1991, and specified Іші 
SERS тау inveni up to 2.0% of the Fund in 
venture cupital, Furthermore, dct 1994-70 
became effective in 1994, which emables SERS 
lo invest according to “prudent person” 
dlandandy. und firther species Mal an 
imvextment in venture capital by SEARS may be 
made amiy ifthe investment de reasanahly 
likely te enhance the general welfare af the 
Соттинттесая amd it citizeny. 


Market Value 


The asset class total marker value «ілі at 738,9 
million, representing 3 4*5 of the Fund, as of 


Taral Commitment 
(Жіп millions) 


Venture Capital 882% 
Alternative invesunents $1,241 
Total Private Бароу 21.865 


December 31, 1997, Sub-isset class marker values 
апа fund percentares were as follows: 


Market Value Percent Allocation 


(3 m millions) to Total Fund 
5328.1 13% 
EROR 19% 
4734.9 1,4%, 


Number of Limited Parmerships 


As of December 31, 1997, SERS had commitments 
toa total af 73 private equity limited partnerships, 
including 34 commitments in venture capital and 39 
in alternative investments. As of September 20, 1097, 
SERS had paid—in capital as a limited partner to all 


hut four of these partnerships, with paid-in capital 
representing funds that have been drawn down by 
the general partners and are readily available for 


investment 
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Private Equity Investment Program 


Venture Capital 

Te program includes commitments to 34 limited 

partnerships, a significant number of which arc 
committed to include PennsyIvania-hased companies 
as part of their venture investment focus, These 
partnerships, аз part of their contractual agreement 
with SERS, will, on a best efforts basis, attempt tà 
make venture capital investments in companies either 
headquartered in Pennsylvania or that provide 
employment for Pennsylvania citizens. Currently, 
venture capital investments äre made in 37 
Pennsylvania companies and 26 non-P'ernsylvania 
companies that employ in—state residents. According 
to и study conducted by Coopers & Lybrand L.L.P., 
during 1996, Pennsylvania ranked fourth highest 
among the states in the number of firms being 
financed with venture capital money, In 1997, 


computer related industries 
Telecom icatkns 


industrial products 
retailing 


healthcare related industries 5% 
financial services Th 
electronic products ізі 
media services У, 


Pennsylvania ranked third in the mation im the 

number of venture transactions financed, and tenth 

im dollars applied to venture financing (with 5339.5 I 
million invested), а 10.6% increase over 1096, 

The venture program's financing stage focus 
varies among the 34 partnerships. The venture 
partnerships focus on specific phases in company 
life cvcles; SERS's investments are thereby 
grouped 10 reflect this exposure and are labeled as 
follows: seed stage, early Stage, ond later stage 
financing. 

А major component of the program is to 
verily company investments across industries. 
As of September 30, 1997, the SERS venture 
capital program was invested across industry 
categories as follows: 


biotechnology 
consumer products 
restaurants 

others 
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Venture Capital Committed, Drawn and Distributed 
as of December 31, 1997 


I n the chart below, the Capital Committed column | SERS's venture capitalist for investment in 
represents the capital amount officially allocated. underlying companies. The Distributions column 

lo each partnership. Capital Drawn is that portion of lists profits and original capital returned to SERS. 

SERS's capital commitments that was drawn by 


|, Advent МП 

Advent WII 

. AFA/Fostin 

‚ PUA Fond [APA Fitin Il) 
PA Fund ill 

Bachaw Ш 

СЕП Ventures Il 

Edison Ventures 111 
Fairview Capital 

ІП. Fairview Capital П 

11. Fostin Capital 

ІЗ Fostin Capital 11 

ІЗ. Gmiech РА 111 

ld Gmtech TV 

|8 Healthcare Ventures 111 
16. Healthcare Ventures Y 

(7. Kevstane IV 

ІН. Keystone V 

10. Mew Enterprise Assoc. VI 
20 Mew Enterprise Assoc. МИ 
21. МЕРА Ventures | 

22 HEPA Ventures Il 
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23. МЕРА Ventures ИАС 


24. Point Ventures 

13 Pittsburgh Seed 
26. Folens Venlires 
27, FNE Ventures 

28. Sprout Capital VII 
26, Summit Ventures IV 
30, Sammit Venitines Y 
31, TDH H 

32. Technology Leaders 111 
33, Weston Presidio |І 
14. Zero Singe ЇЇ 
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fram each partnership. 
Financing: SER&'s Capital Capital 
Stage Initial Converted Drawn Dhistributsans 
Focus Funding 15 ало) a a (5 in millions} 
Diversified 7/3093 $ 250 25 $ 26.5 
Diversi feed 2/1/97 30,0 P A 0.0 
Diversified Gm 20.0 20.0 57.1 
DiveraiMed 42393 30,0 28.3 | 1.3 
Diversified 4/1/97 1000 71,5 i.t 
Diversiflesl ШЕТІ! 230 17,8 43 
Пнхеізі іні VIREN 8.0 75 23 
Diversified 3/ LM 25.0 зая 1.9 
Mimorie amd 10.0 4.0 0.3 
Minority = 10.0 іші 0.0 
Diversified 125/85 10.0 ІШІ! 0.4 
Diversified 145/89 ЕП 75 21 
Diversified 6/20/10 30 ЕЛІ. 1.1 
Пытае (11/71/93 254) 22.4 14 
Diversified Tara: 15.0 15.0 12.5 
Diwersifbed 101797 2540 50 00 
Middle aer 721. 15.0 144 bb 
Ме. алег 12/29/97 250 IA 0 
Farly/Laier 3/2/94 25.0 251 6,0 
Earby/Later 4/1/9737 go 4% 0.0 
ELI RTOS 20 20 59 
Seed/Early Ee Но & 8 02 
SeediEarly әт 20.0 4.8 0,0 
Diveraificd 100000 10 1.0 TE 
Secd 1/12/87 20 20 UR] 
Early Stage Eid As 130 Ta ШІ 
Diversifisi cS su 5.0 Ho d 
Diversified 2/24/08 ЕЛІ i25 00 
Later Sage MITOS 230 11,3 A3 
Later Stage a 400 ва 0.0 
Diner fied ШЕК к 4.0 Яя ТЕЛ 
Diversified 1347 15,0 45 И 
Diversified 1127/95 2,0 ЯН 14 
чееп ЕЕ Т 210 20 01 
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Private Equity Investment Program 


Alternative Imvestmenis 
Те program has commitments to 21 buyout- 
oriented partnerships, which are well diversified 
by size af investment and geographic focus. Only 
"friendly" acquisitions are pursued. A1 deals are 
nan-hostile and privaiely negotiated. Most 
transactions are negotiated (i.e, ^non-auctioned" ) 


and are completed with present management in place. 


SERS's seven non-US, private equity investments 
are comprised of companies based in the United 
Kingdom (UK) amd Europe. The partnerships focus 
on the UE, France, Germany, and German-speaking 
countries. All seven funds plan to take advantage of 
changes occurring within Europe, including the 
formation of the European Economic Community, 
the reunification of Germany, and the dissolutum of 
the former Soviet Unión. The European funds are 
legally termed as venture capital; nevertheless, the 
funds employ а mix of late stage venture capital and 
buscut strategies. The misleading nomenclature here 
reflects a historical European practice of labeling 
mast private equity as venture capital. 

The international fünd-of-funds is comprised of 
partnerships specializing In late stage venture and 
buy-out investing. The partnerships are located 
throughout the world, with a geographic emphasis on 
developed countries, This fund offers SERS 


y 
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immediate and diversified esposure to limited 
partnerships internationally and provides 
guidance for SERS in formirg tts own core 
investment portfolio of non-US. private equity 
partnerships. 

SERS has ownership interest in three 
partnerships specializing in distressed «сім 
instruments. One of the partnerships deals im 
debt obligations of financially troubled 
companies: Ihe distressed debt is ultimately 
converted into equity in order 10 produce an 
equity oriented return. The partnership Is 
national in focus. Similarly, the other 
investments, also in distressed debi, anticipate 
gains in the appreciation of the debt instrument 
itself and do not rely on converting the debi mto 
an equity position, SERS also has an Interest in 
teo partnerships that invest in secondary 
purchases. The partnerships have a national 
focus and specialize in secondary purchases of 
established buyout and venture capital holdings, 
The benefits of secondary purchases are тамо 
fold: |) the partnerships are normally acquired 
from motivated sellers at substantial discounts ti 
nel asset valise: and 2) secondaries often provide 
early distribution of profits compared to initial 
investments made in mew Funds 


Alternative Investments Committed, Drawn and Distributed 
at December 31, 1997 


he Capital Committed column below represents ihe General Partner to be placed with underlying 

total dollars allocated from SERS to each portfolio companies. The Distributions column 
limited partnership. Capital Drawn is the portion оГ shows the value of original capital and profits 
SERS capital commitments. which was drawn by returned lo SERS. 


Financing SERS"; Capital Capital 
Mage ininal Сатиш! Drawn Сатана 
р. АРА Capital Kisgue |11 France 11:29) 5 5n $ 5 % 341 
2, АРА German Ventures Сесилии 1301 50 5.2 2; 
3. АРА German Ventures II Сеппапу ҰЙ ЕТЕГІ 8.0 4.4 0.0 
4 АРА ШК Ventures VI Ш.К. 13/9/97 90 io 0.0 
5 ARR'Y Broadcas! Partners ПІ Telecom. Buscuts LUT- 190 36 0.0 
б, HII ODS Capitol Migri Distressed Debt 4/1/87 354 16,9 0.0 
7. Blackstane Capitul TI Global Boyouts 82694 400 42.4 274 
8. Blackstone Capital HL Global Buyouts 113447 75.0 25 00 
9, Brentwood Buyout Fund Mütintral Buymiiis УК: ШАН ns “в 
10, Charterhouse Equity И Mational Huyauts 313054 40% 38,0 147 
11. Chanrterhause Equity ШІ National Buyouts Me 50.0 26 0.0 
12 Clayton. Dubilier & Rice V Global Buyout 5/1195 30,0 15.0 n.a 
ІЗ, Code, Hermessy E Simmons 1 Midwest Hiryauts a Еа 10.0 97 14.8 
14, Code, Hennessy & Simmons |І Midwest Buyouts 7/12/94 20.0 15.6 119 
15. Code, Неппеззу & Simmons IIl Midwest Buyouts АГ 500 4.4 33 
16, ІН-І Merchant Banking Fund 11 (Global Buyouts 5/22/97 7154 na üü 
17, Frontenae VII Midwest Ms 40.0 oO 00 
ік ОТСЕВ V National Buyouts 4/25/97 11.0 44 0 
19, Hancock Іпгі Equity Pariners Il nil Fund nf Funds AT 25.0 32 05 
2D, Hellman & Friedman И Global Situutions era 250 251 15% 
2), Helmi & Friedman ll global Sitgations 614/95 500 26,8 15.4 
22. Kel Investment V ational Buyers 112604 40,0 3n. 7 10.1 
23, Landmark Equity Partners |Y Stomubarics 22895 31.0 Е | Bd 
24, Lindmark Equity Pirinen V Secondanes 12700 244 11,1 37 
24, Malis Commnsiearions 111 Telecom. Вазих ы/2/47 240 7,0 ü.ü 
28 Madison Dearborn | National Buyauıs 2/23/93 15.0 PE Hi 
27, Madison Dearborm Ii National Eros 007 0.0 Do ii 
78, Murphy & Fauver National Buyouts 10/1 188 54 52 54 
29, CM Opportunities Fund Distressed Debt 1/12/96 244 24.0 00 
30. OCM Opportunities Fund И Distressed Deba " 40.0 0.0 ü.n 
31, ОСМ Principal Opportunities Private Equity Hi 2/96 250 EN 0.0 
12 RRA? Private Equity Fund FA Ншүпиік ШЕЛ; 20.0 0,6 П.О 
21 Schröder Venyures UK [ЇЇ WK 80/49 100 #9 15.8 
34. Schroeder Ventures EK IN Lk 42/6 15.0 50 АТ 
35, Schrader European Ventures Pon European THAT 26.0 h.7 ШІ 
3h, Thomas H- Lee Equity Fund National Bios " 100,0 010 gu 
31. TPG Partners 11 National Sitisatlarnis EE 15 135 0.0 
38 TEW Special Сте V Hotional Situations 8/25/04 35,0 33,0 ТИ 


39. Westar Capital Puriners National Situmions Ame 25.0 B ШЦ 
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PENNSYLVANIA INVESTMENTS 


Section 2 


Summary of Pennsylvania Investments 
as of December 31, 1997 


embers af the State Employes’ 
M Retirement Board, employes of SERS 

and agents of the Board stand ina 
fiduciary relationship to the members of the system 
regarding the investments and disbursements of the 
Fund. Subject 10 restrictions on investments 
contained in the Retirement Code and the Piscel 
Code, the Board has exclusive control and 
mandgement of the Fund and full power to invest the 


assets of the Fund. The Board adopted a formal 
ишетеп of Investment Policy in 1979, which has 
been revised lo reflect and incorporate subsequent 
legislative changes governing investments. Where 
investment characteristics including yield, risk, and 
liquidity are equivalent, the Board's policy favors 
investments thal have a positive impact on the 
economy of Pennsylvania 


Market Value of Pennsvivania Investments 
SER5S's assets had an unaudited market value in Pennsylvania investments of approximately $1 ,061,5 


million on December 31, 1997 


SERS Pennsylvania Investments hy Asset Class (5 іп million) + 


ӛресішір Desiened 


Asset C laus 


LLS. Stick 

Fixed Income 

Tactical Asset Allocation 
Heal Estas 

Venture Capital 
Alnermative Investments 
Total 


SERS's investment portfolios have always had 
substantial investments in Pennsylvania firms, 15 
some large national firms are headquartered iri the 
Pittsburgh, Philadelphia, and Harrisburg areas, 


meludine Bell Atlantic. RiteAid, Sun. Rohm & Alois. 


und Hod, Heinz. SERS also hits invested in portfolios 


Porttolios 
Ра. Market Value 


Теш Ра, 
Market Value 


S170, | 5505.10 
85.9 134.4 
33.1 
302 0 


177.4 
217.5 48.1 


ШЕП 
$5613 
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designed to emphasize invertmens in 
Pennsylvania. As of December 31, 1997, SERS had 
&1,061,5 million (about 5.0% af ihe total For) 
invested in Pennsvivania, of which $561.3 millium 
was in portfolios specially designed for in—state 

Ines mie prs, 


Stocks 


ERS has two Pennsylvania stock portfolios that 

increúse cxpostire Lo in-state carporabions. The 
Pennsylvania stock universe is comprised af 372 
publiely-iraded corporations that: 1) name their 
headquarters as Pennss lvania and have Pennsylvania 
employees or operations; or 2) have Pennsylvania- 
based employment exceeding 25% of total corporáte 
employment. Emerald Advisers, Inc., of Luncaster 
and Mellon Equity Associates nf Pittshurgh 


actively manage portfolios from SERS's 
Pennsylvania stock universe. The marker value of 
ihe Pennsylvania stock portiolios was $] 70,1 
million as of December 31, 1997. SERS had an 
additional 134,0 million invested in the stock af 
Pennsylvania companies as of December 11, 1997, 
with these stocks held in SERS's index funds and 
uctrvely managed portfolios 


© Лалала mern fare pablic marks jection pre ale ar of Пестиікт I, [987 Pecumrybamig інтезітеніі im rel 
prde ore volea ar af rer 103 (997 Prime equity інтетіттеніз he Pereira erespardes ane valued aiara, nid 


кєй gu OF bine HO 


ES Garen e af Penny vii 2 Site Empire? Rene Aroca 


Fixed Income 


5 of December 31, 1997, SERS had $0.2 
million invested in loons of the Pennsylvania 

Private Placement Separate Account, which was 
designed by the Pennsylvania MILRITE Council and 
is managed by CIGNA. This account was created to 
provide long-term, fixed rate laans to established 
Pennsylvania firms that do not have access to the 
public bond markets 

SERS had 385,7 million invested in Pennsylvania 
mortgages (885.4 million in conventional commercial 
and $03 million in residential properties) as of 
December 31, 1997. The residential segment of this 
portfolio is comprised of competitive rate mortgages 
that are distributed solely throughout Pennsylvania, 
in accordance with SERS policy lo originate 100% of 
all residential mortgages within the Commonwealth. 

The commercial segment listed above is 
comprised of competitive rate morgapes on 
various industrial, retail, apartment and office 
complexes within Pennsylvania, Legg Mason, 


SERS's mortgage advisor, has committed on a best 
efforts basis under its fiduciary responsibility ta 
invest between 15% and 30% of SERS & 
commercial mortgage portfolio in Pennsylvania 
and 100% of all residential mortgages m 
Pennsylvania. It is conservatively estimated that as 
of December 31, 1997, the various commercial 
projects financed within the Commonwealth by 
SERS under the commercial mortgage program 
directly employed over 5,000 workers, This figure 
does not take into account those who are 

employed in the property management and 
maintenance areas of these projects, mor does rt 
consider the favorable "ripple effect" that such jobs 
may have on the local economy. 

SERS also had approximately $48.5 million 
invested as af December 31, 1997, in corporate 
securities issued by Pennsylvania-hásed 
companies: these securities are held in SERS's 
various externally managed bond portfolios. 


Cash 


ERS is one of the largest investors in the Short 

Term Investment Pool managed by me 
Pennsylvania State Treasury Department. The 
Treasury Investment Pool had significant holdings of 
|] certificates of deposit issued by Pennsylvania 
based financial institutions; 2) short-term notes and 
commercial paper issued by Pennsylvania-hased 
companies, 3) notes and obligations of selected 


Pennsylvania state agencies, and 4) FNMA 
mortgage-hacked securities hacked by loans issued 
under the Homestart program. The Homestart 
program is designed to encourage home ownership 
wihin the Commonwealth by making sortpages 
available to lower-, moderite=, and midlle- 
meme Pennsylvania bousehobds. 


Real Estate 


n 1887, БЕКЕ began investing directly in the 

Pennsylvania commercial real estate market 
end subsequently established two separate account 
real estate portfolios managed by Heitman Capital 
Management and Lege Mason Real Estate Advisers, 
which have a Pennsylvania focus, The Herman 
separale account has a requirement to invest an à 
besi cfToris basis 50% of its initial allocation within 
the Commonwealth, while the Legg Mason 


account із focused exclusively оп investing within 
the sine, 

As of September 30, 1997, the SERS real 
estate portfolio contained 40 Pennsylvania 
properties totaling over 4,105,000 square fear of 
office, retail, hotel, apartment, and warehouse 
space, The gross market value of these 
investments totaled $699 9 million, af whieh 
БЕҢ5 5 ownership share was 53029 million. 
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Private Equity 


he private equity program 15 comprised of 

investments in venture capital and alternative 
investments. Both suh-asset classes, particularly 
venture capital (given its legislative chartered 
mandate), target partnerships that demonssrate an 
ability to invest in Pennsylvania-hased companies or 
in companies that generate jobs for Pennsylvania 
citizens. 

The private equity program also seeks to attract 
national funds into the Pennsylvania small business 
community. Many of SERS' s fund managers 
function es lead investors (e.g. the sponsors 
independently identify opportunities instead of 
relying on syndicated efferings) und, in turn, provide 
Pennsylvania with capital from numerous out-a- 
state investors. Ав of December 31, 1997, SERS s 
venture capital and alternative investment 


partnerships together had attracted over 51.1 billion 
of out-of-tate funds in order to finance portfolio 
companies based in Pennsylvania. Large, nationally— 
oriented fund sponsors bring sophisticated 
managerial expertise to Pennsylvania companies, 
further leveraging SERS's invested capital. 

Private equity partnerships funded hy SERS 
were managing active investments in 35 
Pennsylvania companies as of December 31, 1997. 
In addition te these companies, SERS also tracks the 
in-state dealings of other non-Pennsylvania- 
domiciled portfolio companies. The busimess 
activities of both groups combined is considerable; 
these companies employ approximately 5,686 
Pennsylvanians and had а 1997 payroll of 
approximately $183.7 million. 


Venture Capital 


ERS, in conjunction with the Pennsylvanin 

Public School Employes Retirement System 
( PSERS), created the APA/Fostin Pennsylvania 
Venture Capital Fund in 1987 with à commitment of 
$20 million From each fund, The partnership of Alan 
Patricof Associates (APFA")/Adams Capital 
manages this venture capital fund fram offices in 
Philadelphia and Pittsburgh. During 1997, SERS and 
PSERS committed $30 million each to create the 
WA Fund (origmally known as the APA/Fostin 
Pennsylvania Venture Capital Fund IT). In addition, 
in December 1996, SERS committed $100 million to 
P/A Fund IIl. In keeping with established precedent, 
the PHA Funds will continue to focus on 


Pennsylvania venture capital investing. 

SERS has also been active іп seed and carly 
stage Pennsylvania-based investing. During the past 
11 years, SERS's investment in the NEPA Venture 
Fund has funded 29 Pennsylvania-based startup 
companies. Most of these companies have a 
technology orientation. SERS's commitment to 
NEPA Venture Fund П facilitzted coverage of the 
Pittsburgh area as well as Eastern Pennsylvania. 
More recently, in April 1997, SERS funded the Mid- 
Atlantic Venture Fund, another partnership 
organized by the МЕРА group, which will focus on 
carly stage companies across Pennsylvania and 
surrounding regions. 


Alternative Investments 


n 1988, SERS invested $10 million with ЕНЕ 

Pennsylvania Fund #1, а Pittshurgh-based 
buyout group. RRA&Z invests in non-hostile, 
“fnendly,” privately negotiated, non—auction deals 
designed to maintain present management, The LAO 
fund focuses on small-to-medium capitalization 
companies (between $5 million and $100 million) 
within a 600 mile radius of Western Pennsylvania. 
Since inception, RRA Fund +1 has retired over 
$19 million to SERS and has successfully exited 
four of its five investments, In 1906, SERS 


committed $20 million to the КАК Private Equity 
Fund, which will be a continuation of the strategy 
developed in Pennsylvania Fund #1. 

SERS's search for fund managers within 
alternative investments includes a focus on 
Pennsylvania—based companies. SERS's 
commitments to this asset class include Blackstone 
Capital, Charterhouse Equity Partners, and Kelso 
Investment Associates, which have made 
Pennsylvania a part of their focus by investing In 
Pennsylvania-based companies. 
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INVESTMENT and PROGRAM TRENDS 


Section 3 


Prudent Person Standard 


he SERS Board of Trustees! investment authority, SERS is able to pursue a broader array of 
| authority is governed by the “prudent investment opportunities that enhance the ability Lo 
person" standard ай set forth in Title 71, achieve competitive rates of return while 
Pennsylvania Consolidated Statutes, Section 5931(a). — maintaining risk at acceptable levels. The 
Enectment of the "prudent person” standard in Act asset/linbility study demonstrated that the prudent 
1994-29 anil u subsequent asset Tiabilimy study application af this expanded authority should result 


completed by RogersCasey and the SERS investment іп a more efficient portfolio that better serves the 
staff are the foundation of SERS's Ana) Five-Year = needs of SERS. 
Investment Plans. With prudent person investment 


Investment Highlights 


he unmurdited market value? of SERS the $18,520.3 million market value as of December 
investments, including accruals, was 31, 1996. Based on the market value of assets as af 
£21.307.7 million as of December 31, 1997. September 30. 1997, the SERS Fund ranks 3g* 


This represents an increase of $2,787,4 million from among public and corporate pension funds. ** 


SERS Fund Size by Year 1988-1097 (5 in МИн) 
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Investment Related Statistics 
1981 through 1997 


Апта! Total Fund | 
H af Investment il af Rate of Return 
Fund Assets — Advisors Portfolios — f of Consultants 

52,817,000, D00 
£3,730,000,000 
БЕ 3968,.D00,000 
54,922 000100 
56,157,000,000 
£7,120,000,000 
57,367 DOO, 000 
$8,312,000, ПП 


$12,453,000,000 
513,701,000,000 
513.330,000,000 
$16,343,000 00 
518,452 000,000 
$21,312,000,000 
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realized a +18,0% total investment rate of ending December 31, 1997, was +1 1.8% after fees, 
return afier fees. As a long-term investor and the annualized ten—year investment rate of 
with long-term liabilities, the fund is most concened = return was 13.098 after fees. 
with long-term performance. SERS's annualized 


F ar the year ended December 31, 1997, SERS five-year investment rate of return for the period 


SERS Fund Returns im 1997 and Over гін Last Five— and Ten- wear Periods 
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Investment Performance by Asset Class 
By Calendar Year through December 31, 1997* (net of fees and vs. applicable benchmarks) 
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Asset Allocation Trend 


1408 through 26412 


ERS implements the Funds current cach asset calegüry are achieved by the end of the 
Investment pli ever y period of five сағ. | five-year period. The evolution of the assct 
The Funds asset ullocation strategy evolves allocation strategy lo year 2002 is reflected in the 


over this timeframe until the long-term targets for table helow 


Arınal Tarpri Target Target т Гати! 
1997 1998 1999 200 | 2002 
(UT. Minek bita 37,7% 46.7% ы 
22% кей Income 23.098 230% 25.0 ка 

844% —— Tactical Asset Alipcation + 3% 9 Пт ға 5 itu 
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Commissions Paid Бу 


Separate Account Stock Advisors 


to Clearing Brokers 
1997-1996 Comparison 


7 —— А | 1996 
Dunei Connie $6,090,721 él 55.132, 183.66 
International Commissions $13,815,514.46 | $10,719,294 57 


| 515,851,478.21 


Тиш Commissions $19.026 236 07. 


1997 Breakdown f 
COMMISSIONS ШШ COMMISSIONS 


MERRILL LYNCH PERCE FEHSER + SMITI] — WARING SECURITIES ч S100, 211. 19 
5L Ner u$ 72 EWING CAP, INC. ADICON СА LEA 

GOLDMAN SAUCES Т2 10 SA RS 
MORGAN ST AHLEN АМГЫ Т, ME Wm 43 7$? ШАКАТ SECHRITIES CORI 47,117,935 
WARBUBG 4:0, + COMPANY, THE isti 0,55 CARSEOTE ME, 41,144, 13 
pEUFRCHE MORGAN GRENPELL. ПАЗЕТЕ Е PAINE WERNER INCORPORATED 43.078 10 
CS FIRST AOS TOA CORPORATION SOTO ВЧ JEFFERIES т 00 32 44 0 
CREDIT LYONNAIS SECS 553,733.15 ESSKITARA SECURITIES 41,677,55 
SALOU BROTHERS, [Mie 547 872 33 FOX FITT KELTEN, INE. HR DUF dh 
VAS SECURITIES. INE Jug, sut 15 NOMURA SECURITIES CO LTD 87,355 34 
IMNSTIMET quU A45 PERPORIUNE BROKERAGE LTD, H2, R29, 14 
МИККО SECURITIES Cr. INTL йй 82.75 PRUDENTIAL КЕШТЕ, ГМГ Қ17129ң 
SIC WARAURC: INE 427411234 MILES TOUR SECURITIES 482,353 A 
JAMES CAPEL + CO 4014 Дт 18 WILSHIRE ASSOCIATES 511.333 75 
ЧАС Н ICE S ABD RYAN Мы 208 00 МЕДА GRESIEET mail 
INVESTMENT TEN DDC GROUP, INE 143,438.72 OPPESHEIMER + Ct, [NC Тб, 051,75 
BEAR STEARNS SECURITIES CURT 325. [33 iid ВАМ ASIA LID 72 не 31 
WI CARE. ШОТЫ CARNAL ІМЕТІТІТТІГІМАІ TAPIA DI 
MORGAN LP SECURITIES THE, 315,923.35 КАТІПАМ SECURITIES 07 082. 30 
KLEINWORT BENSOBM, ТМС аҥ Li] Hh BERNSTEIN SAMPON E » CO , INC fl 107 41 
SMITH HARNEY, [NC Del Te 49 ALAIEN HERE: іМ,1711,41 
JARDINE FLEMING SECURITIES LTD. 144,714.36 EASAN IA TORS ATION AL ELIREIPE “Д.Н! 
ALPHA MANAGEMENT, (МС, 243,370 54 F5] SECURITIES COMPANY ON 
LEMMA? ARCOS. INC, ЕРІНЕ. ВЕТ ALEA) + ақық, DC $1,614.44 
ARN AMO HOARE GOWVICETE: Bar 583 т FIRST BOSTON CORP 33. R15 51 
ASW SECURITIES LT, 212.385,82 IE WERE + Sm I TO 34, 4688 И 
ROBERT FLEMING SECURITIES LIMITE 210,091 EU CROSBY SECURITIES COMPANY 51.198 57 
CAZPRIOVE SECURITIES LTO ию 53.12 GK CUTE STUCKHBURETRS із 100 64 
NATWEST SECURITIES CORP IN So pcs sECLBIETIES, [NE 47,144 A 
DONALDE&ON LUFKIN + JERRETIESECE Lil 39 45 BAIN SECURITIES, IHE 47, 045.004 
ING FARING SiC URTETES 163,600 45 ТАА = POE'S SECURES 46,077 00 
EX ANE ШЕРҮ ГЕ |) KIM ENG SECURITIES ah, 2493,97 
НС JAMES CAPM LIMITED 100,543,51 COUNT Y NAT WEST 13,983 13 
SUCGEWT CROSBY SECURITIES | ep. a. 74 DEUTSCH DANK 43,316 89 
SCHROLER SPCURITIES ТП er MARE IT US RAER 414 чах 85 
DATHA SECURITIES СЇ] 199,144, 70 HOARE GDVETT SECURITIES LIMITED 43, 1384. 26 
АКТ FIT ZEIERLALES + Cti, [MA |W HE Ui IAVELIS SECURITITA 32,319 Ou 
НЕМОЙ SECURITIES | 1a 829 79 ASES ái, T 8й 
WEEDES + X1 142.189 20 ASIA EQUITY LISTED 14), 838,53 
HG ASIA 1110 | rii 913 Sm QUARER SELLER, PC 141: 747 OR 
MELURBERCIER = HERMAN (05 845 4 E LLAWRENCEDBUTSOHE BANK «ЕГТІМІТТЕЗ 

COWEN = C. 1E 432 CH ALTA 82 


- T aniani saih af nen yd a Per Empire Aremm T eem 


BROKER 
IONES. ASSCUIATES 


$39 209 th 
К H KENANGA COS 38,5]4.22 
TIEDEMARNNS SECURITIES LIMITED 1674122 
СИРИИ SWISS 36, 585.12 
БиС: COMPANY 3547711 
WESTMINSTER RESEARCH ACCOCTATREN — 35,078.00 
BANCO SANTANDER 34.515.27 
CHEVREUXM DE УІНЕ 33,3480 4 | 
FIDELITY CAPITAL MARKETS 0372,86 
ROBERTSCON. STEPUENS AND COMPAR Y Л. ГА гиз 
W ACD SECURITIES ГІ) їз Fi 11 
ТИТА 32.305 12 
WEISS PECK AND (LEER 706135) 
BARCLAYS DE ZOETE WEDDAFCS LIT =| l 
WILLIAMS CAPITAL GROUP (THE) 24,910 00 
ORMES CAPITAL MARKET 29.968 00 
WHEAT FIRST SECURITIES, INC HARID 
FIBA matiit SECURITIES 24, 104.95 
БАБІ КІМ SINGAPORE 28.512. 38 
SANTANA ІМҰТӘТМЕЯТ ЕБІЗІШІТТЕК 17905 30 


PUREMAN MIZ MATER DIKTE + MIRNI. INE 


17,253 H4 
SNCDE m AT + CL 271484 
WWE ИЛЧҮ 25.515.38 
CURRESDININTIENT SERVICES, INC. ЗВ AGI 
SVENSKA DASE SHAN EA 23,8 09 
MIDLAND WALWYN 25,404.10 
FLEDIGELING NCMINEES INTERNATIONAL 25284 Hd 
GARANITIA INVESTMENTS 24.509715 
WORLD SECURITIES C Lin 334,421 41 
ERNST + Г 24.1009 4X 
AUTRAWET, DISC. 11,004 20 
EN SOCIEDAD MADRID 23.301.132 
[RA bh CAPITAL 32514238 
PIPER JAFFRAN INC 22,859 IK] 
FULT PACIFIC STOCEBROKERS 1711 32 511.31 
JANSEN MOHTGOMERY SCOTT FIR ELI] 
DOAK AND COMPANY 21,725.10 
МЕНА 5. А 21.454 47 
Г BECKERAGE INC 21.413344 
UITIHAMNK 311474 55 
OD АНЕЛ Т із) 10 
RAYMOND AMES АЯП ARSOCTATES, МС 19,540.00 
ORSIGO (PAR EAST) LIME 18.448. 2% 
РЕТЕНСАМ ИИ ЕЧ. + Tr 
SS ANC YONG INVESTMENT AND SECURITIES 

17,043.37 


1997 Breakdown (Continued) 


BRORER COMMISSIONS 


| STREICHER ПАСЕ 
GERARD KLANER МАТПЗОМ * CUL ШІЛІГІ 
HEI LOREEKIN 16.245 70 
DARULAYS TRUST AND ВАЧКІМ CUI 16,219 HI 
ORSON PARTNERS > ASSOCIATES INC Тм Їй! 
FIRST ALBANY CORP 13 RRT R 
РЕМ КҮЛҮ ATA НІНЕ 15.78 LIM 
FRIEDMAN BILLENGS 15,730. 
open ERA FRANKFURT 13.526 4) 
АМ MECA LOHAN 15.306.159 
SGER АПАМ 15.292 53 
ИС DOM SECURITIES КИРЕ 
11,5 CLEARING САЛЕ СТЕ A TIN 14,433.00 
ARGENTARIA MATT 14,677 RS 
&K ANDINAWVISK A ENSKILDA 14 Adé (xi 
*JE T. E Sic. Domint TO 14,16% 19 
FATAL 14.150 E 
ІН. L4, E47 3H 
INTEREST ATEORMNSCON LAXE COR. ТА, 623.00 
BARMLURBE GORILA + CU; LIT 14,496, 5h 
PRYCE SECURITIES 13,741 43 
ECZALIBASI SECS 13.584,79 
ROBINSON HUMPHREY 11,136.00) 
ПЕРІП MIDI. ЕТОМ + OU ҮЛГІДЕ 
FACTSET DATA SYSTEMS 12,942 ІҢ) 
HABE MATEO AL. D PARIS 12376436 
BLAIR WILLIAM ANI COMPANY 12,528 00 
CHARLES SCHWAD № CO. INC 12,575.00 
PADI SEN DOWLING SECA 12,162 00 
(ЕЛІМІЗ 12,088 4T 
UNDE АКП MAA SETI 11,970.44 
POR C SECER TIES 11,033, 04 
DAME OF NEW WHK ДЕ RU 
PARIKAS CORP ТЕЛУ 
WERTHEIM + CUL, THE 11,470.10 
LAWRENCE Hl. РАТ. INC 11,430.00 
BUCKING (AM RESEARCH 11.44.00 
ILARCIRIE AVE MALE 11.357,52 
l'ETEIHBIGOELCE VAN CAMPERHOLT + CIE BRUSSEL 
pda di 
BAIN + C1] 10.829 55 
ARIE ELA DHT id 875. 10 
КЕШЕ BEL'YETTE + WOOD, INE {ёз 00 
CIMA SECURITIES SLs IMEN ШЕКТЕ 
BANK GUTMAM ШЕ 17 
SPEAR LEEDS & KELLCGCG 11773.18 
ADAMS DARKNESS © HILL, 1HE ji 12 8 4 
Ciber гоог (257) 105,573.25 
Total Cinmimiieians 410036, Л 36.07 


Cierre] Periana O Sram түптүү" 


Deferred Compensation Program 


Implementation 
et 198741 assigned to the SERS Board af Commonwealth officers and employes through which 
A Trustees the responsibility to establish and menberi may volunteer to build retirement savings by 
monitor an Internal Revenue Code Section deferring a portion of salary tà selected iestment 
457 Deferred Compensation Program for iplis, 


Grund af Hur Proyrum 
rom July 1993 through July 1997, program assets imerensed by approximately 81595 million. As 
F assets nore than tripled in value from of July 31, 1997, active participants numbered 24,481, 
approximately $149 million to aver $501 and total market value of Investments was 
million. In the period August 1996 through July 1997, S501, 766,1 RU 


Deferred Compensation Program July 1993 —.Iuly 1997 (8 in millions 


SERS Member Demographics 


Year DERE December 31 Total Members Active Emploves Annuitnts & Henefictaries 


194.141 | OR 34. RS AST 
ple 194,115 Tin rz КЕЙІДІ 
Tuus 193,841 112,637 RHH 
ШІ 194,955 HEREIN AL MAS 
113 192,552 DRM ЕЗІ 
pu 190,101 їй pne LI 492 
ШІ 141,971 105,731 76,240 
1990 185,47 ШЕ 74,221 
[ox (82.049 109 ІН 72,830 
ШЫ Е LIEF TE ШЕТ 


derive Employe dee and Service: December 31, 1997 
Average Age AST Average "eurn of Service 12.27 


Ammian, Beneficiary wal Мәтен Anita шеу and Permiso December 37, JW und 19 


Averni Am: 199% — 1097  Avemee Arial Peron: 1990 — | ART 
signe road dono: A aca nt тал 744 510,134) 51,532 
[сг Retiree ETT 57,8 54.121 59,779 
ТТЕ 55,4 51.3 57,5871 $7,495 
Bene fleo Rupe ped? Taf 751 $5.19 59.112 
Youre ACME Шылауы! АШ рай Sura di Тагал siria 
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SERS Funding 


mploye and employer contributions and actuarially determined each year, Investment 
E investment come Flow into the fund to performance can enable the Commonwealth to 

support the benefit payments retired reduce the level of employer contributions. In fact. 
members and their survivors Employe and employer due in larpe part to investment returns in excess of 
contributions totaled approximately $537 million in the actunrially assumed rates of return, the 
1997, while benefit payments exceeded $1 billion. employer contribulion rate declined from 13,00 
Mast SERS members contribute to the Fund at и rate —— percent of pavroll in fiscal year 1988-89 to 7.28 
of 5 percent of salary. The Commonwealth's percent of pavtoll in fiscal year 1997-98. 


(emplower) rate of contribution to the fund is 


Employe {тып Peur css 


MERA Fun 

521.3 ІНІ Шап 
as of 

December 31, 197 


Employer Conrihutiums Benefit Payments 


luwespmaent ewe 


Employer Contribution Rote (percent af payroll 
By Fiscal Year 1988-89 through [997-98 


15% 
10% 
i 
| 
| 
2% тапай 1508-91 1890-97 1001-92 7992-83 1593-34 1054-18 455.086 A (057.24 
Samum b A eh na Pops Tib Higgins i [ULT 
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Actuarial Soundness 


nnually, SERS’s consulimg actuary Stalement Na. 25 of the Governmental Accounting 
А performs an actuarial valualion, Standards Bourd (GASH), This measure reports the 

determining, among other things, (he progress toward achieving the fundmg objectives 
Finded status of the benefit plan, In 1992, for the first оѓ plan using the same method employed to 
Lime, the aetuarial value of SERS fund ausser: determine the plans funding requirements. Under 
exceeded (he actuarial accrued liability. With the standard of CASE Statement Ма 25, the 
adequate reserves set aside for past service liabilities, actuarial liability rs calculated using assumgpilions 
the plan had attamed fully-funded status und has consistent with those that determine the funding 
miaintaired that statis since. requirements of the plan and values the assets using 

The chart below shows SERS's funded ratios for an actuarial smoothing technique, Thus, the funded 

the period |991 through 1997 determined in ratio is the wctuarial value of assets divided by the 
conformance wilh the reporting requirements of actuarial accrued liability. 


SERS Funded Ratio 1991-1997 


ME rundad 
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Sure SERS acinar, Harlan Company 
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Hay/Hugains 
Company 


Hay/Huggins Company. Inc 
Actuarlal and Benefits Consullanis 
1500 K Sirasi PN VV 

eue 10, 0L 

Washington, DE 20005 


(202) 637-6600 


Мау 7, |998 


Retirement Board 

Pennsylvania Sie Employes’ 
Retirement System 

0 North Third Street 

Harrisburg, Ра, 1710) 


Dear Board Members 


An actuarial valuation was last performed as of December 31, 1997 to 
determine actuarial liabilities under the Pennsylvania State Employes’ Retirement 
8% stem. The valinni is carri oui in accordance With sound actuarial principles 
in a manner which, in my opinion, reflects the applicable provisions of the Siate 
Empires Retiremen Code The valuation also served as the basis for determining 
the contributions required to be made by the Commonwealth to find ihe liabilities 
nf the System 


Valuations are made annually based om data supplied hy the stall of the 
Hetirement Board. The experience under the Hetirement 5ystem is reviewed every 
five vears. [he last such review was for the period of. 1991 10 1995. Тһе results of 
ihe review are used to develop the assumptions underlying the actuarial yaluntins, 
hus, required contributions are determined on a sound actuarial basis reflecting 
мий ex perience under ihe system, 


Sincerely, 


LI 


Edwin E. Hosted 
Senior Vice President 


Шау моцу 
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INDEPENDENT AUDITORS’ REPORT 
and FINANCIAL STATEMENTS 


Section 4 


ML 


KPMG Peat Marwick ир 


225 Marke] Smee 

Suite 300 
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Independent Auditors’ Report 


[he Board of Trustees 
Commonwealthol Pennsylvania 
State Employes' Retirement System: 


We hove audited the accompanying statements of plan net assets of Ihe Commonwealth of Pennsylvania 
State Employes’ Retirement System (a component unit of the Commonwealth of Pennsylvania) as of 
December 31, 1997 and 1996, and the related satements of changes in plan nel assets for the years then 
ended. These financial statements are the responsibility of the System's management. Chur responsibulity 
is te Express ай opinion an these financial statements based on eur audits 


Wr conducted our audits in accordance with generally accepted auditing standards. Those standards 
require thar we plan and perform the audit vo obtain reasonable assurance about whether the financial 
statements arc free nf maternal misstalement. An audit includes examining. on и test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by management, ws well as evaluating the 
overall figancial statement presentation. We believe that our audits provide a reasonable basia for our 
аріп 


In our epimiom, the (imancial statements referred to above present fairly, im al] maternal respects, rie plan 
niet aeta of the Commonwealth of Pennsylvania State Employes” Retirement System os of December 
31, 1997 and 1996, and the changes in plan net assets for Ihe years then ended an eonformity with 
generally acceptesd aeceunung principles 


The information included in Required Supplemental Schedules 1 and 2 £s not a required part of the basie 
financial statements but 15 supplementury information required by the Governmental Accounting stan- 
dards Boand, We have applied certain Пей procedures. which consisted principally of inquines of 
management regarding the methods of measurement and presentation of tie supplementary inform, ton, 
However, we did not audit the miormation and express гиз opinion on it. 


April 10, [90H 


COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOVES* RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Statements af Plan Net Assets 
December 11, 1997 and 1906 


(Amounts in thousands ) 


_ 1997 1996 
Auris: 
Kecelvahles- 
Plun members 5 24e 413 
Employers 20,175 14.774 
Invesunen income 94,040 97,345 
Invesimen proceeds 105,737 130,113 
Miswellunentis 372 KH 
Тема receivables : 222473 243,119 
Investments; 
Short-term investment fund 501.781 470,865 
United States government secures 1,167,178 1,383,177 
Corporate and foreign bonds and notes 2,860,786 2,535,484 
Common amd preferred stocks 7,409,939 6,513,695 
Collective imei funds 8,426,362 5 280,745 
Mlürtpiege loans 274,553 406.083 
Real estate ӘЗ ЕЛІГТ; 1,395,008 
Venture capital und altermacive investments | 738,893 55]. R5 
Fatal investments 21,209,674 = 18,837,776 
Securities lending colluteral pool 1,439,467 — 1,436,603 
A ————————ÀÀ ОВАРИ 
Liubilities: 
Accounts payable and accrued expenses 20,621 253,50 
Benetrs payable 23934 1747 
Investment purchases payable 185,784. 561,551 


Obligulons under securities lendim 1,440,462 _ 


1,436,603 
Total liabilities BL x 2,025,502 


Hei assets held үп trust for pension benefits 
(A schedule of funding progress rs presented on page 571 5 ИАТА 18,442,216 


See accompanying nales 10 financial statements 


4T Care wind af Гаук нант £3 Snare Linnie ^ ПІРІН, 


COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Statements of Changes in Plan Net Assets 
Years ended December 31, 1997 and 1996 


(Amounts in thousands) 


uM 1907 ] 95 
Мани: a 

L'ontribulions ¡El 
Plan members E 212,558 КАЈ 209,581 
Emplayers u 30s | 173.907 
Toda] стат $36 648 583 483 

Imwestment meme 

Ме! appreciticin in far value of investments 1,100 080 1,089,629 
Collective trust Income 1,401,468 953.325 
Interest 345,321 334.242 
Dividers [15,748 L3, 206 
Real esaii ou, 407 su an? 
Mitel Linens 31442 22529 
1.183.159 2,552,433 
Investment expenses (72.039) [99.392] 


Net income [rmm inwesting wer Ші» 317.341 2303451 


From secures lening ickiv ues 


Acurio koding memme 93,872 80.350 
Securilies lemini expenses Е LEE (24,0111 
Bor income from securities leading aci еа пч 6279 
Total net investment mice 1.320, 169 2,50H X10 
Total additions 3,856, R LR 3,002,613 
Deducciones; п == 
Flenetits 000,645) 118,348 
Helunds of pare uns 13,073 = 10,126 
Aimara из penes 13.542 | 5,062. 
Геи exhi 1.117.269 441,406 
Мег increase 2,819,511 2,14% 407 
Mel assets held ore trad For ретін benefits 
Balance: beemning ol year | 12,102,216 16,142,804 
Balance: end of year ғ 21,301,771 18,392,216 


See acéómmpamiig Гл 19 nacio! «Ілініс із 


еннан af Manninen Ck Atte 


COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOVES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 
December 31, 1997 and 1996 


(1) Organization and Description of the System 


Organization 


The Commonwealth of Pennsylvania Simie Emploves’ Retirement System (the System) was 
esiahlished as of Tune 27, 1923, under the provisions of Public Law 858, No, 331. 


The System is the administrator of a cost-sharing multiple-employer defined benefit retirement system 
established by the Commonwealth of Репу ania (Commonwealth) to provide pension benefits for 
employes of state government and certain independent agencies. The System is a component unit of 
the Commonwealth of Pennsvivania and 15 included im the Commonwealth's financial report as u 
pension trust Bund. 


The System is established hy state law as an independent administrative board of the Commonwealth 
and is directed by а poverning board that exercises control and management of the System, including 
the investment of its asseis, The System's board has eleyen members incliding the State Treasurer, ex 
officio. two Senators or former Senator, two members or former members of the House of 
Representatives, and six members appointed by the Governor, ene of whom is an annuitant ol the 
System, Al leas five board meinbers are active members of the System and at least two have ten ar 
more years of credited service 


The Treasurer of the Commonweallh of Pennsvlvania їз the custodian of the Sime Employes’ 
Retirement System ^ Fund. 


The System's financial reporting entity includes several real estate title holding companies, which are 
presented as blended component units These legally separate companies, which are created for the 
purpose of investing System Funds in individual real estate holdings, have Boards of Directors 
comprised entirely of System personnel appointed by the Systems Executive Director under authority 
from the System's Board of Directors, 


Membership in the System. is mandatory for most state employes. Members and employes of the 
General Assembly, certum elected or appointed officials m the executive branch, department heads, 
and certain employes in the field of education are not required, but are given the option, io participate. 
At December 31, 1997 and 1996, System membership consisted of: 


1997 _ | ы, 

Retirees and benefsciaries currently receiving Гете» ЕЗ,А57 ЕЗ Пя 

Verriinated employes entitled to benefits but not yet recerca them 4,643 4,375 

Current employes TCR п Lia, g22 

[minl members 198.761 [98,353 

| Мшпһег of participating agencies 167 ІШ; 

| 

(Continued) 
a) Commormreniie of Perm hana O Sate Emplerer' Retirement raten 


COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes lo Financial Statements 


(1) Continued 


Pension Henefiiv 


The System provides retirement, death, and disability benefits Generally, retirement benefits vest 
after 10 years of credited service. Ad hoc cost-ol-living adjustments are provided al the discretion of 
the General Assembly. There were no ad hoc postretirement benefit increases іп 1997 or 1946, 
Article 1l of the Commonwealth of PennsyIvania s Constininon assigns the authority in establish anil 
amend the benefit provisions of the plan to the General Assembly, Employes who retire at ape 60 with 
3 years of service, or with 35 years of service if under іше 60, are entitled w a normal annual 
retirement benefit Members of the General Assembly and certain emplowes classified in hazardous 
duty positions can retire with full benefits at age 50, with ar least 3 years of service. 


On April 29, 1943, Act 29 was signed into hiw, which permitted certain participants with al least 10 
wears of credited service to retire without a reduction in benefits until June 30, 1997 (retroactiye to 
July 1, 19931 This early retirement window did not require à minimum age im conjunction with length 
of service [or a member to be eligible for full benefits. 


Ein April 2, (998. Act 41 was signed into law Міне again ретт е certam participants with at least 
30 years of credited service to retire without a reduction іп benefits from July 1. 1998 to June 20, 1999. 


The general annial benefit із 2% of the member's highest Ihree-year average salary times years of 
service. Members of the General Assembly who were members of the System before Мазер |. 1974, 
are entitled to a beuefit of 7.5% of final average salary Гог each year of service. State police are 
entitled to a benefit equal to 4 percentage of their highest ommal salary, excluding them year of 
retirement. The benefit Is 75% of salary for 25 or more years of service amd 50% of жагу for 20-24 
years of service. Judges are entitled to 4 benefit of 4% of final average salury for euch of the first 10 
years of service and 3% for subsequent years, District Justices are entitled іп a benefit ot I% of final 
average salary Гог ench year of service 


According to the Rebrement Code, all obligations of the System will be assumed by the 
Commonwealth should the System terminate, 


(Continued | 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES” RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Mores tà Financial Statements 


ĖS 


i1) Continue 


Contributionx 


The System's funding policy, as ser by the Systems Board, provides for periodic active member 
contributions ab зішіңегу rates, The Sydens finding policy also provides for periodic employer 
contributions al actiarially determined rates. expressed as à percentage of annual covered payroll, such 
that they, along with employe contributions and an фата у determined rate of imvestmen retum. 
are adequate to accumulate assets to pay benefits when due. Employer contribution rites are 
determined using a variation of the entry age normal дейши funding method. A variation of the 
entry age normal actuarial cast method is used to determine the liabilities and costs related to all of the 
System's benefits including superannuation, withdrawal, death, and disability benefits. The significant 
difference berween the method used for ihe System and ihe typical entry age normal actuarial cost 
method is tiat the normal eost ік based on the benefits and contributions for new employes rather than 
for all current employes fram their date of entry. This variation should produce approximately the 
same results as the typical method over the long run. These rates are computed based ipon actuarial 
valuations on the System's fiscal yearend of December 31 and applied to the Commonwealth based on 
its fiscal venr end June 20; therefore, the employer contribution rates in effect for the System = year 
end of December 31 reflect a blended average of calculated rates. The blended contribution rates were 
as Tol lors 


ІЗЕТ 144% 
Emplover normal eost LAJ "à 6) a 
Amortization of untinded шігіл! asse (2.70) (2.09) 
Amortization of supplemental annuities | 130 1.46 
Total employer cast Tag Se 89% ti 


Generally. employes are required lo contribute to the System ай a rate of 5% of Their gross pay. Judges 
and district justices have the option of electing special membership classes requiring a contribution of 
10,0%; and 7.5%, respectively. The contributions are recorded in an individually identified account 
that also is credited with interest, calculated at 4% per annum, as mandated by statute, Accumulated 
employe contributions and credited interest vest immediately and are returned to the employe upon 
termination of service if the employe is not eligible for other benefits. 


(Continued) 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(а component unit of the Commonwealth of Pennsylvania) 


Notes lo Financial Statements 


(2) Summary of Significant Accounting Policies 


Basis of Accounting 


The financial statements of the System are prepared on the accrual basis of accounting under which 
expenses are recorded when the liability is incurred, revenues are recorded in the accounting period in 
which they are carved and become measurable, and investment purchases and sales are recorded as of 
their trade daw. Member and employer contributions are recognixed in the period in which employes” 
salaries are reported. Benefits and refunds are recognized when due and payable in accordance with 
the terms of the plan. 


The System follows GASA guidance as applicable to proprietary funds and applies only those 
applicable Financial Accounting Standards Board (FASB) Statements and Interpretalions, Accounting 
Principles Board Opinions, and Accounting Research Bulletins issued on or before November 30, 
198%, that do not conflict with or contradict GASH pronminserments. 


Use of Екшш 


Management of the System has made certain estimates and assumptions relating to the reporting of 
mses and liabilities, and the disclosure of contingent assete and liabilities, 10 prepare these financial 
stalemenis in conformity with generally accepted. accounting principles. Actual results could differ 
from those estinuites. 


Investments 


The System s investments are reported at fur value. For value 15 the amount that a plan car 
reasonably expect lo recelve for an investment in à current sale between a willing buyer amd a willing 
sellar that is, other than in a foren) оғ Tiquidetion sale, The investment ін ihe short-term Investment 
fund, which is a fund operated by the Treasurer of the Commonwealih of Perrsy and. 48 reported al 
cost plus allocated interest, which approximates fair value, The security Vending collateral pool, which 
i& a fund operated by the securities lending agent, also 18 пособие for al cost plus áccrued interest 
U.S. povemment obligations, corporate and foreign bonds and notes, and commen and preferred 
зілсіз, including collective trust funds, are generally valued based on published market prices and 
quolations from natiosal security exchanges and securities pricing services. Seéecunties that are pot 
traded en a national security exchange are valued by Ihe asset manager or bird parties bused ізі similar 
sales, Mortgage loins are valued hy the asset manager using the present value of future cash flows 
Real estate is primarily valued based (ні appreisals performed by mdependent appraisers er. for 
properties mor apprised, ar the presen valve of the propecied Future wel income stream. Venture 
capital and alternative Investments, whech Include leveraged luyouts. intentional private срез, 
and other investment, are valued based on amounts established by valuation committees: Foreign 
exchange contracts, which are net reported in ihe statement of plan pel assets, are marked-to-marker 
daily With changes a Mle value recognised as prt ol invesimenr Wieoime 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 


(2) Continued 


The Collective Trust Funds (CTF) consist primarily of domestic and international institutional index 
funda. The funds do not pay interest or dividends to shareholders, and reinvest all income camed on 
securities held by the fund. (TF income includes. met appreciation on the fair value of CTF 
investments. 


Unsettled investment sales are reported as investment proceeds receivahle and unsenled investment 
purchases are reported as investment purchases payable. Investment expenses consist ol mvesimen 
managers’ fees and those administrative expenses directly related to the System's investment 
pperntions. 


(Comunis is 


As of December 31, 1997, the System had contractual commitments totaling approximately $1,308 
million lo participate in future real estate, venture capital, and alternative investments. 


Compensated Absences 


The System accrues a liability for vacation leave as the benefits are earned by the employes to the 
extent the System will compensate the employe for the benefits through paid time off or some other 
means, such as cash payments at terminalión of retirement, Vacation leave vests 10055 ar the fime it 15 
earned up to 45 days. which are carried over to the next year ar December 31. The System also acerues 
a liability for sick leave as the benefits are earned hy the employes to the extent the System will 
compensate the employe for the benefits through cash payments at termination or retirement. Retiring 
employes of (he System that meet service, age, or disability requirements are paid between 30% and 
100% of sick days available at retirement, up to 163 maximum days. As of December 31, 1997 and 
1996, 41,374,669 and $1,262,170, respectively, was accrued for unused vacation and sick leave for the 
Systems employes. 


Aulministrative Expenses 

Administrative expenses are financed through investment earnings. 

Federal Income Taxes 

Management believes the System meets the definition of a Governmental Plan; in the System's 
communications with the Internal Revenue Service (IRS), it luis been treated as а qualified plan. 


Therefore, the System has not requested a determination letter from the IRS relating to the status of the 
Sysiem under the intemal Revenue Code. 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(а component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 


(2) Continued 


The real estate holding companies discussed im note | are formed and operate under the internal 
Revenue Code 501(c 25) and are exempt from federa] taxes on income related to their tax exempt 
purpose, 


Kirk Management 


The System is exposed lo various liabilities or risks of loss related to theft or destruction of assets. 
injuries w employes, and court challenges to fuluciary decisions To cover such risks, the System 
carries directors and officers’ liability insurance, and fiduciary liability insuranee, It also requires 
assel managers lo carry approprie insurance policies. Аз an administrative agency of the 
Commonwealih, ihe System is accorded sovereign immunity. and it participates іп a state property 
insurance program. As Commonwealth employes, the Systems employes receive health insurance 
benefits, disability retirement benefits, and worker s compensation benefits. 


Revlussificatiany 


Certain reclassifications were made to the fiscal year 1996 fmancial statements do conform with the 
fiscal year 1997 financial statement presentium. 


(3) Description of Funds 


The Code requires the System to maintain the following Funds representing the reserves held for future 
und current benefit payments as follows- 


Members: Savings Account — The [und thol accumulares. contributions and interest 
eamings of active employes ішігі $2,748 million amd $2,646 million us of 
December 3 |. 1997 and 1996, respectively 


Міне decoration decom — The fund thal accumulates contributions of the 
emplovers and the camings af the fund totaled $12,599 million and $10,362 million ws 
of December 31, 1997 and 1996, respectively. The balance of thes fund is actuarially 
determined. 


Апет Reserve Acvonma — The funda from whieh all death and retirement benefits 
and supplemental annuities are рин! totaled 55,614 million und 85,166 million tor 
Annuianis and Beneficiaries, $1.31 million атш 2,042 million for State Police; and 

20 million and 520 million for Enforcement Officers as of December 31, 1997 and 
1996. respectively, The balance of this fund ts actuanally determined 
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COMMUNWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 


(3) Continued 


Supplementel duni Accom! — The fund that accumulates contributions. for 
supplemental annuities totaled 54 701 ) million and 5(704) million, as af December 31, 
1997 and 1996, respectively, The balance of this fund is actuarially determined, The 
negative balances represent the liability for past cost of living adjustments that are 
being amortized to actuarial required contributions over a period of 20 years from the 
effective date of each supplement. 


inwrew Reserve Account — The fund that accumulates all income earned by the fund 
and from which all administrative and investment expenses incurred by the fund and 
Ше Board necessary for operation af the System are рані, Amy balance in this reserve 
is transferred do the Sizie Accumulation Account dl year end. 


(4) Investments 


As provided by statute. the System s Board of Trustees (Board) has exclusive control and management 
responsibility of System funds and full power lo invest the funds. In exercising Из Mduciary 
responsibility іу System membership, the Board w puvered by the “prudent person" rule, which 
requires the exercise of dire care in establishing invesiment policy, and has adopted its Statement of 
investment Policy ta formally document investment objectives and responsibilities. This policy, as 
well as applicable state law, establishes guidelines for permissible investments of the System, 
including all investment types held іп the porifólio al December 31, 1997 and 1996, and al all times 
dire those Sy ears. 


The System's investments are categorized below to give an indication of the level of credit 
(counterparty) risk assumed by the System m December 31, 1997 and 1996 In accordance with à 
contractual relationship between the Commonmwealth's Treasury Department and its custodial agent, 
substantially all investments subject 10 categorization are held in book-emry Torm im the 
Commenweuülth's name, Therefore, all such investments are in Category 1, which is defined as 
insured or registered invesiments for Which the securities are held by the System or its agent in the 
System's namo 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes lo Financial Statements 


(4) Continued 


Investments mas also be categorized ns Category 2. which is defined us uninsured or unregistered 
investments for which the securities are held by the counterparty s trust department or agent in Ihe 
System's name, and Category 3, which is defined as uninsured or unreyistered investments for which 
ihe securities are held by the broker or dealer or by its agent but not in the System s name. However, 
the System does have investments that are not in any of the three defined categories because the 
securities are nol used as evidence of the investment. Such investments are separately identified. 


0997 — |%6 

Investment — Calegory 1 
United States government securities 5 292,970 1,193,065 
Corporate and foreign bonds and nates 2,157,166 3,407,151 
Common and prefered stacks 6045, 144 3,610,654 
Total Category 1 inwestmenes 10,085,324 ü 2*9 609 


Investments — nor cobegor cued 
Investments held by brokerídealers under securities lending agreement 


Untied Stites government securities 474.208 400,112 
Corporate and foreien bonds and notes 603,620 228.344 
Common and préferred stocks 364,175 $74,041 
Shon-ierm investment fand 503,781 470,65 
Collective trust funds 6,426,362 5 280 749 
Магшаре loans 174,553 406,983 
Real еза 1,717,167 1,304 008 
Venture capital шту aliernative investments 736.891 531.805 
Total not-cuegorised investments - ШЕЕ БГ 9,607 907 
Total invesimeitis $ — 21298 578 [&, 837,776 


ct 


The Svstern s real estate holdings that are located in the Commonwealth of Pennsylvania total 
approximately $303 million and $223 million or 17.6% and 16-1% of the real estate portfolio al 
December 31, 1997 and 1996, respectively, Concentrations of investments in a particular geographic 
arca have certain risks and uncertainties associoted with the concestration. The System's remaining 
real estate investments are not concentrated in any one geographic area or industry. 


ар 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 


(4) Continued 


The System's investments im corporate and foreign bonds and notes include approximately $725 
million and $650 million of high yield bands at December 11, 1997 and 1996, respectively, 


The fair value of individual investments that represent 595 er more of the System's net assets available 
for benefits are as dollows (amounts in thousands y 


T i998 


Barclays Global Inventors MaA 
Equity Index Find P— (13,172,093 und 
1 13,172,080 unis im 1997 und. 1996, respectively % 4,003,641 3,003,175 
10:30 Enhanced 11.8, Tactical Assel Allaentian Pund = 
44 530,513 qnd 41 889.414 units іп 1997 amd 1996, 
i _ m 1.147 438 545111 


The 70/30 Enhanced L.S, Tactical Asset Allocation Fund is diversified among three colleciwe funds: 
equily, which is invested. primarily ап Standard & Poor's 500 Companies, long-term. fixed income, 
which is invested in corporate notes and bonds; and the short-term cash fund, which ts invested in 
money market instruments. 


The System also Тиса in fixed income derivatives such as collmeral mortyage obligations (CMOs) to 
increase Ihe тей to the portfolio, Some forms of the Systems CMOs, namely planned amortization 
class securities, offer more defined cash Now eharacreristes, and are therefore preferred in volatile 
interest raté environments. Other types of the Systems COMO (interest»ónly. strips, principal only 
sarips, and inverse Nanters) behave less predictably but con offer value in certam market conditions, 
CMUs pose no greater credit risk thant amy other investttient grade holding, therefore. significant 
defaults are not anticipated. Investment managers control credit risk through credit evaluation and 
тисіп performance analysis. However, underlying risk exists іп the extent that an underlying 
security of a pool dues not meet or perform according to the terms of the CMO. Linder the 
circumstances, the CMO has well defined rules on the remittance of the reserve pools Tor principal and 
mierest lor defiled collateral. The fair vilie of CMOs at December 11, 1997 and |996 was 
approximately 55350 million und 5172 million, respectively. 


Through the collective trust funds. the System also mdirectle Wolds cenam. derivative financtal 
aumenti: The collective trust funds participate in securities lending und invest cash collateral in an 
investment pool thal invest in foreign exchange forwards, Futures contracts, and mses, total return, and 
hasis мар contmiets, These instruments аге held to hedge foreign exchange exposure, tà sytithetically 
crete (aating rate recon, ind te manage interest rate гізі by altering the average Ше of the portfolio 
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Nótes to Financial Statements 


(4) Continued 


Comminina Recapture Program 


The System has commission recapture contracts with several brokers.. These contracts stipulate uud 
the brokers pay а percentage of commissions earned on investments directly to vendors Tor services 
provided i the System. During the year ended December 21. 1997 and 1996, the System earned 
51.365,000 and $867,000 of benefits resulting fram a commission recaplure programs, respectively. 
The System used the program to pay approximately $166,004 and $746,000 on consulting, advisare, 
and other expenditures for the years ended December 1], 1997 and 1996, respectively, Ai 
December 31, 1997 and 1996, Ше System has accimulaied $1,745,004 and $546,000, respectively. of 
bene that are available for future expenditures. 


Securities Lending 


[n accordance wiih i contraer between the Commonwealib's Treasurer and s custodian, the 5ystem 
paricipates in a securities lending program. State statutes neither specifically authorize nor prohihn 
the lending of the Systems securities 


Ihe sustodián, acting as lending agent. lends the System's equity, debt, and money marker securis 
far cash, secunties, ar letter-of-credit collateral, Collateral is required al 1258 of the fale valie of the 
securities haned except for the equity securities of пот-11-%, corparations, for which collateral! of 
105% is required Collateral is marked-tosmarket daily. HE the collateral falls below ewibelines for the 
fair valve of the securities loaned, additional collateral 15 obtained. Cash colluteral is invested һү the 
lending agent іп accordance with investment guidelines approved by the Treasurer. The lending agent 
canna pledge or sell securities collateral unless the borrower defaults. 


As of December 31, 1997 and 1996, the Sysiem' s credit exposure to individual borrowers was lime 
because the amounts the System owed the barrowers exeeeded the amounts the borrowers owed the 
System, The Treasurer's contract with the lending agent requires ie agent 10 indemnify the System i 
the borrowers fail to return the underlying securities and the collateral is inadequate vo replace the 
loaned securities or if the borrowers fail to pay income distributions on ihe loaned securities 
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(4) Continued 


All securities loans W December 31. 1997 and 1996 could be terminated on demand by either the 
lending agent or the borrower Cush collateral is invested, together with the cash collateral on 
vecurities Tons of some other Commonwealth entities, іп a short-term collective investment pool The 
duration of the investments In the pool м December 31, 1997 and 1996, was ӨЙ days aud 53 days, 
respectively. [he relationship between the average maturities of the investment pool and the System's 
loms 15 affected by the maturities of the loans made by other entities in the investment pool. 1n 
addition, the interest rate risk posed by mismatched maturities is affected by other program features, 
such as he bending ageni's ability lo reallocate securities loans among all of its bending customers. 


As of December 31. 1997 and 1996. respectively, the fair market value of lóaned securities wis 
$1,542,503,000 and 5,502 497,000; the fair value of the associated collateral was $1,593,520,000 and 
£1,559,079.000 of which 51,339,462, 000. and $51,.436,603,000 was cosh. The securities lending 
colluteral pool is nor categorized hecause securities are пей sed as evidence af the investment. 


(5) Financial Instrúmeñts with CHT-Halance Sheet Risk 


The System enters into foreign exchange contracts, such as forward and spol contracts, to hedge 
foreign currency exposure. The System № nob a dealer but an end-user of ihese instruments. The 
contracts are used primarily to enhance performance and reduce the volatility of the porifalio 
Contracts used to enhance performance are fully collateralized, eliminating the use of leverage in the 
portfolio, The System is exposed to credit risk in the event of nonperformance by counterparties 10 
financió! instruments. As the System generally enters into transactions only with high quality 
institutions, no losses associared with counterparty nonperformance on derivative financial instriments 
have been incurred. Legal risk is mitigated through careful selection of brokers and an extensive 
process of review of all documentation, The System is exposed to market risk—the risk that future 
changes in market conditions may make an insitument less valuable. Exposure to marker risk із 
managed within risk limite ser by management by buying or selling instruments or entering into 
offsetting postions. 
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At December 31, 1997, the System had contracts maturing throweh December 3, 1998, io purchase or 
sell foreign currency as follows (amount in Unausands }- 


Nel 

Bury ut Sell nt (payable ) 
A — — not utt ble 
Пешвейттене % AH 921.162 (138,541 
French Еши [89,878 343.211 (152,283) 
Pound Sterling 635,652 855, 50H (212,038) 
Japanese Yen 554,474 784,78) (235,3 10) 
екеніні! Kroner [3,450 104,156 [90,706] 
Swiss Franc 120.154 181,453 (1,294) 

25 dl 371,588 16d | 
- $ Bi | ІНШІ 3.56 E vag [1.353 8581 | 


At December 31, 1996, the System had contracts maturing through December 4, 1997, to purchase or 
sell foreign currency as follows (amounts m thousands]: 


Мм 

Buy al Sell it (payable) 

apat гаш ipat mie receivable 
Deutschrark 1 110,869 OWE 533 (357,668 1 
French Frand | ds ON ЛОН 055 (105,067) 
Pound Sterling 381, 884 546.715 i153 111) 
Japanese Yen 176,666 416,169 (239 505) 
Swedish Kroner - 105,265 (105,365) 
Chher 29,554 _ 435,535 (135,073 
5 1 293.967 2,509,773 (1.215, 805] 


Met unrenlized gars on foreign currency contracts were approsimalely $506 million amd $13.27 
million at December 21, 1997 and 1996, respectively. 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOVES’ RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Financial Statements 


(6) Pension Plan for Employes of the System 


The System also makes contributions to the System as am employer. The System's employes’ 
contributión requirements and benefits are described in note | to these financial statements. The 
Syster’s contributions for the years ended December 31, 1997, 1996, and 1995 were $466,731; 
$555,817; and $573,658, respectively, which were equal to the required contributions each year. 


(7) Litigation and Contingencies 


The System is involved in various individual luwsuits, generally related 16 benefit payments, which, if 
settled adversely, could increase estimated actuarial liabilities by up to one billion dollars. The 
individual cases involve legal issues that, if extended to the entire membership, may result im 
Significant costs to the System. T such an event were to occur, the additional costs would be recovered 
by the System through adjustments to the employer contribution rate. 
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Required Supplemental Schedule 1 
Schedule of Funding Progress 
{Unaudited — see aceompanyin auditors" notes) 


(dollar amounts іп rallions) 


Пя UAAL 

Actual ісішігілі йч 0 
Actuarial Aiunt accrued пестиесі Ішіп f pereentage 
volition value af Пайне ИИ ашаны Covered of cover 
NENT assets ТЛ! АА it AAL Tall payroll 


1996 % т 1594354 (504,5) [üu5,7 № 5995,0 (22,6) Y 
1995 15,5104 IS, ee (443.1) 102.9 3.861 .0 (11,2) 
1994 13,981,5 3:742. | [249,4] ШЕ: 3,7 14.7 (8.7) 
19583 13,066. 2137 ЕБТ (М.П 34875 (24.3] 
1942 11,760 4 ТЕЛЕ (281,07 Шығ 12844 (8.61 


1481 10, 190.7 10,237.8 1476 08.7 әлегі _ 4.5 


Қегилгей Supplemental Schedule 2 
Schedule of Employer Contributions 


(dollar amounts in thousands) 


Annual 
Year ended required Percentage 
December 31 contributions _ kuntrihutexd 
1995 5 173,012 иш Si 
199% 115,697 ДЕЙ! 
| 994 342.158 100.3 
1993 110,089 bit. | 
1992 319,093 1000 
1991 381.347 100.0 


——————————————————————-—M—————————— 9 


See aceampanyin mores bo required supplementary schedules 
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Notes to Required Supplemental Schedules 


(Unaudited — see accompanying auditors’ report) 


Actuarial information às of the latest actuarial valuation: 


Valuation dare December 31, 1996 
Actuaren] cost meibiod * VN uriatinn wf entry age actuarial cosi meth 
Аптаға ыт mathe Increasing (3 percent annially) 
Remain amortivation реніші id то 19 years. сіней 
Asset waluation meld Seyir smodihed marked 
Actuarial assumptis. 
Investments rates of réturn** „ ы 
Projected Salary mcreases** 4. ima- ЕН 
**Includes оной al 1%, 
Cost-of-li Hl None 


* A vanatn of the entry age normal actuarial cost metho 15 used to determine the liab|lithes and costs 
related tà all of the System s benefits Including superanuation, withdrawal, death and disahiliry benefits. 
The significant difference between the method used for the System and the typical entry age normal 
actuarial cost method is thal the normal cost is based on the benefits sud. coavtrilbutiugis for new employes 
rather thin for all current emploves from their date of entry. This variation should produce 
approx imately the sure results as the typical method ever the long run 


Information presented in the required supplementary schedules was determined as part of the actuarial 
valuation ài the dates indicated. In 1997, there were na sipnificam changes in the factors which affect the 
actuarial valuation as of December 31, 1995 


Significant Changes in Prior Years 
Certain changes have been made in the plan or in actuarial assumptions that affect the trends im the amounts 
reported in the schedule of funding progress. Those changes also affected the trend in the annual required 


contributions reported in the schedule of emplover contributions. Those changes were effective for the 
actuarial valuation report dated as of December 31, 1995, 
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COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 


Notes to Required Supplemental Schedules 
(Unaudited — see accompanying auditors" report) 


Far actuarial valuations through December 31, 1994, actuarial assumptions were as follows: 


Actuarud assumptions: 
investments nites af return 525% 
Projected salire [ner | - & 70195 


In addition the demographic assumption was changed from the 197] Group Annuity Mortality Table (GAM - 
711 te the 1983 Group Annuity Mortality Table (GAM - 831 for current and future employes tó reflect 
continuing mortality improvement. The GAM - 7| continues lo apply for current retirees. 


Also, in 1994, the псішігіз! assinription changed to reflect the adoption of a new рау scale that became 
effective January |, 1994, and compressed the previous schedule of 35 steps to 20 steps, The new scale 
provides longevity increases for members who have at least one year af service 1n addition, Act 1994-29 
provided for a cost-af-Hvimg adjustment (COLA) to annuitints with an effective date of retirement on or 
prior t June 30, 1997, 


In the valuation years ended December 31, 1996, 1995, 1993, and 1991, actual investment earnings exceeded 
the expected rates of return, thereby causing an increase in the valuation. years" actitarial value of assets 
reported i the schedule of funding progress and reduction in the following years’ annual required 
contribution reported in the schedule of employer contributions. 


Pending Legislation 
As of April 30, 1998 leyislarion was pending which would provide for a cost of living adjustment on July |, 


[998. The System anticipates this legislation will be enacted during the second quarter of 1998. The 
estimated effect of this would be lo increase actuarial accrued liabilities by approximately $475 million. 
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